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THURSDAY,  SEPTEMBER  9,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 
The  committee  met  at  10:05  a.m.,  in  room  538  of  the  Dirksen 
Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chairman  of 
the  committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning.  We  are 
gathered  today,  following  yesterday's  hearing  on  Community  Devel- 
opment Banks,  to  take  up  a  number  of  small  business  initiatives, 
focusing  primarily  on  Senator  D'Amato's  Small  Business  Loan 
Securitization  proposal. 

I  want  to  say,  at  the  outset,  not  only  how  much  I  value  and  ap- 
preciate the  work  of  my  ranking  member  and  the  fact  that  we  col- 
laborate on  just  about  every  issue  that  we  have  dealt  with  over  the 
time  we've  served  together  on  this  committee,  but  I  especially  ap- 
preciate his  initiative  and  his  leadership  in  this  area. 

It's  not  a  simple  area,  it's  a  difficult,  complex  area,  and  we've  got 
to  do  it  right,  but  I  think  it's  an  idea  whose  time  has  come. 

I  have  said  to  him  before,  on  a  number  of  occasions,  and  repeat 
here  now  that  I  think  we  need  to  move  in  this  direction.  We  need 
to  develop  a  way  of  getting  this  done  that  can  work  and  work  prop- 
erly, and  give  us  the  pluses  and  without  any  minuses  associated 
with  it,  and  see  if  we  can't  get  more  capital  into  the  private  sector, 
to  small  businesses  who  are  really  the  engine  of  growth  today  in 
our  country.  We've  talked  about  this  many  times,  Senator  D'Amato. 

I  was  out  in  Michigan  the  other  day.  I  used  to  work  for  IBM  be- 
fore coming  to  the  Congress,  and  I  met  with  the  head  of  IBM  for 
the  State  of  Michigan.  He  pointed  out  to  me  that  IBM  has  now 
shed  and  got  rid  of  over  50,000  employees,  a  lot  of  them  in  your 
State,  and  that's  just  one  company. 

But  this  downsizing  of  large  companies  in  America,  which  is  part 
of  the  difficulty  of  the  softness  in  the  job  market,  I  think  illus- 
trates, in  still  another  way,  the  importance  of  the  job  growth  as- 
pects on  the  small  business  side.  The  start-ups,  the  businesses  that 
can  get  bigger  that  may  be  bringing  something  new  forward,  may 
be  innovative,  may  be  entrepreneurial  in  some  fresh  way,  and  get- 
ting capital  into  those  situations  is  very  important. 

(1) 


If  we  can,  as  we  have  in  housing  and  other  areas,  if  we  can  tap 
the  large  blocks  of  investment  capital  in  this  money  to  help  provide 
a  secondary  market  for  small  business  loans,  I  think  that  could  be 
one  of  the  engines  for  future  economic  growth  and  job  growth.  I 
very  much  appreciate  the  leadership  of  the  Senator  from  New  York 
on  this,  and  we're  working  in  tandem  on  it. 

Let  me  just  quickly  add  some  other  points  here,  and  then  I  want 
to  yield  to  Senator  D'Amato. 

There  are  a  number  of  ideas  that  have  been  proposed  to  promote 
investment  in  and  lending  to  small  business.  The  Community  De- 
velopment Bank  proposal  of  yesterday,  in  a  sense,  is  another  route 
to  accomplish  some  of  that  work.  There  are  several  pieces  of  legis- 
lation that  are  before  the  committee  now  that  are  designed  to  ac- 
complish this  goal.  In  addition  to  the  Small  Business  Loan 
Securitization  and  Secondary  Market  Enhancement  Act,  we  have 
the  Small  Business  Capital  Enhancement  Act  and  the  Small  Busi- 
ness Incentive  Act. 

Securitization  basically  refers  to  pooling  loans  or  other  assets 
and  issuing  securities  representing  interests  in  that  pool.  In  fact, 
it  was  in  1984  that  Congress  passed  a  law  to  foster  the 
securitization  of  home  mortgages.  Obviously  that  has  really 
worked,  and  worked  very  effectively.  We've  got  a  much  broader  ac- 
cess to  capital  and  to  home-buying  opportunities  in  this  country  as 
a  result  of  that. 

I  think  we're  close  to  finalizing  a  proposal  here.  Sometimes,  as 
you  get  right  down  to  the  point  of  getting  that  done,  sometimes  the 
final  work  is  the  most  difficult  as  you  push  the  ball  into  the  end 
zone. 

But  I  want  to  say  here  today,  to  all  concerned,  and  to  my  col- 
league, that  I'm  as  determined  as  he  is  to  get  this  done.  I  think 
that  can  be  part  of  a  package  of  items  that  the  committee  brings 
through  at  one  time  that  can  really  provide  some  new  economic  lift 
to  the  economy.  The  public  wants  this.  I  mean,  the  public  wants 
us  to  find  some  new  ways  to  help  create  economic  lift  and  job  lift 
in  the  country.  To  simply,  you  know,  rehash  everything  and  wring 
our  hands  and  say  there's  not  much  we  can  do  is  not  a  sufficient 
answer. 

I'm  not  going  to  cite  all  of  the  rest  of  the  things  that  we're  going 
to  deal  with  here  today,  except  insofar  as  my  statement  will  in- 
clude those.  I  ask  unanimous  consent  to  put  those  into  the  record. 

Also  let  me  say  this  morning  that  First  Lady  Hillary  Clinton  is 
coming  up  to  meet  with  a  small  group  of  us  on  health  care.  I  hap- 
pen to  be  the  Chairman  of  the  Subcommittee  for  Health  For  Fami- 
lies of  the  Uninsured  on  the  Senate  Finance  Committee,  and  so  I 
have  a  major  legislative  role  there  in  that  area.  And  so,  at  some 
point  this  morning,  I  must  go  and  meet  with  her  for  that  purpose. 
I'll  excuse  myself,  but  I  don't  want  that  to  be  mistaken  as  anything 
other  than  the  requirement  to  be  there,  rather  than  here,  at  least 
for  that  period  of  time. 

Senator  D'Amato,  let  me  yield  to  you  at  this  point. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Well,  thank  you  very  much,  Mr.  Chairman. 


Let  me  say,  first  of  all,  I  am  deeply  appreciative  of  your  efforts 
and  your  leadership  and  total  cooperation  in  bringing  this  legisla- 
tion, the  Small  Business  Loan  Securitization  and  Secondary  Mar- 
ket Enhancement  Act,  before  the  committee. 

This  is  the  second  hearing,  but  that  is  nothing  in  comparison  to 
the  months  and  months  that  our  staffs  have  worked  on  a  biparti- 
san basis  to  examine  ways  to  improve  this  bill. 

We've  worked  closely  with  many  people,  including  Chairman 
Greenspan  and  Treasury  Under  Secretary  Frank  Newman,  who  is 
here,  and  their  staffs  to  ensure  that  changes  to  the  current  bank 
capital  requirements  do  not  jeopardize  safety  and  soundness.  We 
underscore  that. 

By  the  same  token,  we  should  not  be  deterred  from  undertaking 
action  that  will  provide  tens  of  billions  of  dollars  in  credit,  making 
it  available  to  the  community  that  provides  jobs.  That's  the  small 
business  community. 

As  the  Chairman  has  indicated,  IBM,  in  my  State,  has  made 
major  cutbacks.  Look  at  one  after  another  of  the  larger  corpora- 
tions in  America  and  we  will  find  cutbacks.  Then  we  wonder  why 
the  economy,  as  it  relates  to  the  creation  of  jobs,  is  lagging.  Well, 
if  you  don't  give  the  very  engine  of  that  economy  fuel  to  move,  it's 
not  going  to  be  able  to  do  the  job.  That  engine  is  small  business. 
The  fuel  is  credit  and  capital. 

If  a  successful  business,  small  business  can't  get  the  capital  to 
expand,  how  do  you  expect  to  begin  to  add  jobs. 

I  want  to  say  that  this  administration,  as  it  relates  particularly 
to  the  .Treasury  Department,  has  been  head  and  shoulders  above 
the  guys  who  were  in  there  previously.  I  mean,  they  were  lost. 
Look  at  the  record  as  it  relates  to  the  interest  rates  coming  down. 
They're  using  their  head  as  it  relates  to  marketing  of  bonds  and 
securities. 

Let's  see  some  of  that  same  determination  and  grit  continue,  Mr. 
Newman,  so  that  we  can  get  this  legislation  moving  by  working  in 
a  bipartisan  way,  and  passed  in  a  manner  that  will  protect  sound- 
ness and  safety.  By  the  same  token,  let  that  engine  get  that  fuel 
necessary. 

I  believe  that  within  a  relatively  short  period  of  time,  once  we 
have  facilitated  the  securitization  of  small  business  loans,  that  we 
will  begin  to  see  the  spigot  opened  up.  Banks  will  begin  making 
loans  that  now  are  not  profitable  for  them  because  prudent  bankers 
cannot  justify  them,  given  all  of  the  other  regulatory  costs  and 
delays  that  they  have  to  deal  with.  So  what  we're  doing  will  be  to 
facilitate  and  make  it  possible  for  the  capital  system  to  really  work. 

I  certainly  again  want  to  commend  the  various  regulators,  those 
who  are  here,  and  those  who  they  represent,  and  to  the  staffs,  and 
to  the  Chairman  in  particular,  who's  gone  out  of  his  way  to  see 
that  we  work  in  this  cooperative  manner. 

I  would  hope  sooner,  rather  than  later,  we  can  finalize  this  legis- 
lation, cross  the  T's  and  dot  the  I's,  get  it  passed,  so  that  we  can 
help  people. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  D'Amato. 

Senator  Bryan. 


OPENING  STATEMENT  BY  SENATOR  RICHARD  H.  BRYAN 

Senator  Bryan.  Thank  you  very  much,  Mr.  Chairman. 

Let  me  preface  my  comments  by  joining  with  my  colleague  and 
friend  from  New  York,  and  commending  you  for  holding  this  hear- 
ing. I  can't  think  of  a  more  important  undertaking  that  this  com- 
mittee can  pursue  than  assisting  small  businesses  and,  first  of  all, 
establishing  themselves,  and  second,  expanding  themselves  into  the 
marketplace. 

I'm  delighted  to  be  a  cosponsor  of  legislation  with  Senator 
D'Amato  and  legislation  that's  going  to  be  before  us  today  that  Sen- 
ator Dodd  has  introduced. 

I  think  providing  secondary  market  opportunity  for  small  busi- 
ness loans  will  considerably  facilitate  that  process,  and  I  commend 
the  witnesses  this  morning  for  their  comments  with  respect  to  that. 

Our  economic  recovery  in  this  country's  been  anything  but  ro- 
bust. Anemic,  I  think,  would  be  a  more  correct  characterization. 
And  yet  when  you  look  at  the  business  profile  in  America,  it's  small 
businesses  that  have  been  the  driving  force  in  terms  of  employ- 
ment. 

While  firms  with  more  than  20  employees  have  eliminated  over 
1  million  jobs  in  the  past  few  years,  firms  with  under  20  employees 
have  created  more  than  4  million  jobs.  Unfortunately,  the  credit 
crunch  has  had  a  disproportionate  effect  on  small  businesses. 

I  had  occasion  earlier  this  year  to  participate  and  attend  a  press 
conference  at  the  White  House  at  which  the  President  announced 
some  initiatives  to  encourage  additional  lending  to  restore  the  char- 
acter loans,  and  I  commend  the  administration  for  those  efforts.  I 
think  clearly  they  make  an  effort  to  move  the  policy  in  the  right 
direction. 

Notwithstanding  those  good  efforts,  you  still  take  a  look  at  how 
banks  are  handling  their  assets  and  a  disproportionate  amount  are 
invested  in  U.S.  Treasuries,  not  in  lending,  which  is,  in  my  view, 
one  of  the  primary  functions  for  a  bank  s  existence  in  the  first 
place. 

I  note  that  in  my  own  State,  in  the  first  part  of  this  year,  that 
commercial  lending  in  Nevada  fell  by  more  than  30  percent.  That 
was  nearly  twice  the  next  most  affected  State  which  was  Arizona. 

Recently,  I've  had  occasion  to  examine  the  FDIC  Quarterly  Bank 
Profile,  indicating  the  statistical  information  with  respect  to  com- 
mercial loan  concentrations.  As  this  distinguished  panel  knows,  it 
is  framed  in  the  context  of  the  percent  of  commercial  loans  as  a 
percent  of  the  total  assets. 

The  State  of  Nevada  ranks  dead  last,  and  at  the  appropriate 
time,  I'm  going  to  ask  Governor  LaWare  to  check  into  that  for  us, 
because  that  clearly  is  not  what  we  need  if  we're  going  to  get  this 
economy  back  on  track,  and  to  encourage  that  kind  of  economic  ex- 
pansion. 

I  look  forward,  Mr.  Chairman,  to  working  with  you  and  our  dis- 
tinguished ranking  member  and  making  sure  that  this  legislation 
can  be  enacted  this  year,  and  to  encourage  small  businesses,  which 
are  the  backbone  of  America,  to  continue  to  perform  their  historic 
role  of  providing  new  job  opportunities  in  America  and  for  entre- 
preneurs to  have  new  opportunities  to  pursue  their  own  invest- 
ment. 


I  thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much,  Senator  Bryan. 

Secretary  Newman,  you've  been  here  now  2  days  in  a  row,  and 
you  know,  you're  beginning  to  get  a  little  suntanned  off  these  lights 
here. 

We're  delighted  to  have  you,  and  we'd  like  to  have  you  go  first. 
We'll  put  your  full  statement  in  the  record. 

STATEMENT  OF  FRANK  N.  NEWMAN,  UNDER  SECRETARY  FOR 
DOMESTIC  FINANCE,  U.S.  DEPARTMENT  OF  THE  TREASURY 

Mr.  Newman.  Thank  you,  Mr.  Chairman.  It's  a  pleasure  to  be 
back  again. 

Mr.  Chairman,  Members  of  the  committee,  I  do  appreciate  this 
opportunity  to  present  the  administration's  views  on  S.384,  the 
Small  Business  Loan  Securitization  and  Secondary  Market  En- 
hancement Act.  Promoting  the  growth  and  vitality  of  small-  and 
medium-sized  businesses,  as  this  legislation  seeks  to  do,  is  a  major 
objective  of  the  administration  also. 

I  would  like  to  commend  Senator  D'Amato  for  his  leadership  in 
introducing  S.  384.  He  has  played  a  key  role  in  focusing  attention 
on  the  advantages  of  developing  a  secondary  market  for  small  busi- 
ness loans,  and  has  worked  constructively  to  remove  impediments 
to  the  development  of  this  market. 

I  would  also  like  to  acknowledge  the  contributions  of  other  mem- 
bers of  the  committee,  including  Chairman  Riegle,  who  has  intro- 
duced S.  478,  and  Senator  Dodd,  who  has  introduced  S.  479. 

As  major  job  creators,  small-  and  medium-sized  businesses  war- 
rant special  attention.  We  know  that  recessions  and  recoveries  can 
be  especially  difficult  for  them,  as  Senator  Bryan  iust  noted,  includ- 
ing slow  recoveries,  such  as  we  are  having  at  the  present.  Many 
small-  and  medium-sized  businesses  do  not  have  the  financial 
strength  and  staying  power  of  some  of  the  large,  multimarket  and 
multiproduct  organizations,  nor  do  they  have  access  to  as  many 
sources  of  financing. 

Lenders  often  fear  that  small  businesses  pose  a  greater  risk  of 
loan  default  to  the  extent  that  they  may  have  thin  capital,  less  ex- 
perienced management,  and  revenue  sources  limited  to  one  activ- 
ity, rather  than  a  broad  range  or  geographic  range.  Lenders  com- 
pensate for  such  risks  in  part  through  higher  interest  rates,  but 
they  also  may  tend  to  sharply  tighten  other  credit  terms,  especially 
during  a  recession,  constricting  the  flow  of  credit. 

Lenders  may  then  remain  reluctant  to  lend  to  small-  and  me- 
dium-sized businesses  even  after  their  creditworthiness  has  im- 
proved, thus  perpetuating  problems  of  credit  availability,  particu- 
larly in  light  of  the  regulatory  policies  that  have  prevailed  during 
the  past  few  years. 

As  you  know,  the  administration,  along  with  the  Federal  Re- 
serve, has  taken  a  number  of  steps  to  reduce  needless  regulation, 
needless  impediments  to  sound  and  constructive  lending. 

One  of  the  most  appealing  legislative  approaches  to  expanding 
small-  and  medium-sized  business  credit  availability  involves  facili- 
tating the  development  of  the  private  secondary  market  for  small 
business  loans. 


We've  been  working  closely  with  Congress  on  securitization  is- 
sues, and  in  particular  with  Senator  D'Amato  and  Chairman  Riegle 
to  reach  a  common  understanding  on  S.  384. 

S.  384  seeks  to  remove  legal,  tax,  accounting,  and  other  impedi- 
ments to  securitizing  small-  and  medium-sized  business  loans.  The 
statutory  changes  made  by  the  legislation  would  create  a  further 
incentive  to  develop  a  secondary  market  for  these  loans.  We  believe 
that  securitization  has  the  potential  to  increase  lending  to  small- 
and  medium-sized  businesses. 

Originators  of  these  loans  may  be  able  to  free  up  resources  that 
can  be  used  to  make  more  loans.  Also,  by  making  such  loans  more 
liquid,  securitization  may  make  them  more  attractive,  both  to  origi- 
nate and  to  hold. 

We  do  not  necessarily  believe  that  impediments  to  securitization 
are  the  principal  cause  of  the  lack  of  such  lending  at  this  time. 
However,  we  do  believe  that  these  impediments  may  be  a  factor  for 
some  lending,  and  may  be  even  more  in  the  future.  And  needless 
impediments  should  be  corrected  as  S.  384  proposes  to  do. 

At  the  moment,  the  financial  system  as  a  whole  has  substantial 
liquidity  because  a  slow  economy  has  slackened  loan  demand.  Thus 
the  immediate  benefits  of  increasing  lenders'  liquidity  through 
securitization  may  be  limited.  But  as  economic  activity  accelerates 
and  lending  picks  up,  the  potential  benefits  of  securitization  will 
increase. 

Securitization  could  bring  new  sources  of  funds  to  small-  and  me- 
dium-sized business  lending.  It  could  enable  investors  who  do  not 
lend  directly  to  small  businesses — such  as  pension  funds,  insurance 
companies,  trust  departments,  and  other  institutional  and  private 
investors — to  invest  in  small  business  loans  made  by  other  finan- 
cial institutions. 

This  large  secondary  market  could  provide  a  potential  source  of 
funds  to  banks  and  other  lenders  who  want  to  sell  their  small-  and 
medium-sized  business  loans  and  use  the  proceeds  to  make  addi- 
tional loans. 

When  loans  are  sold  into  the  secondary  market  for  securitization, 
the  securitizers,  the  market  essentially,  insist  that  sellers  remain 
at  risk  for  some  agreed-upon  portion  of  any  loss  sustained  on  the 
loans.  This  recourse  encourages  the  sellers  to  accurately  appraise 
the  risk  of  the  credits  they  provide  for  securitization,  and  it  pro- 
vides a  credit  enhancement  for  the  securitized  debt. 

Proper  accounting  for  recourse  is  important  in  determining  the 
seller's  capital  adequacy.  It  is  particularly  important  if  the  seller 
is  a  bank  or  other  depository  institution  whose  deposits  are  insured 
by  the  Federal  Deposit  Insurance  Corporation  [FDIC].  If  bad  ac- 
counting for  the  risks  on  securitized  loans  were  to  result  in  large 
losses  for  the  banks,  it  may  result  in  a  direct  cost  to  the  FDIC. 

We  share  Senator  D'Amato's  belief  that  the  present  regulatory 
rules  for  recourse  accounting  are  too  stringent.  But  we  also  believe 
that  S.384,  as  presently  drafted,  goes  too  far  in  attempting  to  liber- 
alize them,  and  would  not  be  prudent. 

We  have  been  working  closely  with  Senator  D'Amato  and  his 
staff  to  balance  this  aspect  of  the  legislation,  and  will  continue  to 
do  so. 


The  bank  regulators  are  also  participating  in  this  effort.  The  ad- 
ministration is  working  actively  with  the  Federal  Reserve,  through 
Governor  LaWare  and  others,  to  constructively  resolve  outstanding 
issues  on  this  matter. 

We  believe,  and  as  Senator  D'Amato  just  mentioned,  the  goal  of 
this  legislation  is  not  to  pose  a  risk  to  the  banking  system  or  to 
the  FDIC,  but  rather,  enhance  the  credit  available  to  small-  and 
medium-sized  businesses. 

In  addition,  consistency  with  international  capital  standards  for 
banks  is  important.  These  standards  which  are  essential  in  main- 
taining a  minimum  common  set  of  capital  principles,  benefit  U.S. 
banks  that  compete  with  banks  that  are  regulated  abroad. 

The  Federal  bank  regulators  are  currently  drafting  new  rules 
concerning  the  treatment  of  recourse  in  a  variety  of  credit  trans- 
actions, including  various  types  of  loan  securitization. 

We  believe  that  we  are  all  very  close  to  having  revised  language 
that  would  accommodate  the  key  objectives  of  S.384,  while  still 
maintaining  fundamental  and  prudent  bank  capital  principles. 

As  a  matter  of  sound  regulatory  policy,  we  believe  that  the  Fed- 
eral banking  agencies,  not  legislation,  should  establish  the  specifics 
of  accounting  and  capital  standards,  allowing  the  regulatory  au- 
thorities to  take  into  account  a  variety  of  technical  considerations, 
as  well  as  adapting  to  changing  banking  and  economic  cir- 
cumstances. 

The  market  for  securitized  small-  and  medium-sized  business 
loans  is  in  the  process  of  developing.  Sellers  and  buyers  are  becom- 
ing familiar  with  these  securities,  and  over  time,  more  securitized 
loans  will  be  available,  and  more  investors  will  be  interested  in 
purchasing  them.  The  administration  would  like  to  join  with  you 
to  remove  obstacles  to  the  development  of  this  market. 

In  conclusion,  enhancing  the  provision  of  credit  to  small-  and  me- 
dium-sized businesses  is  a  major  challenge.  We  have  already  made 
some  progress  by  increasing  the  funding  of  the  SBA  section  7(a) 
program,  and  by  implementing  the  President's  Credit  Availability 
Program.  We  will  continue  to  look  at  additional  potential  methods 
of  improving  credit  availability  to  foster  economic  growth. 

Again,  I  want  to  congratulate  Chairman  Riegle  and  Senator 
D'Amato  for  their  leadership  on  this  bipartisan  effort  to  appro- 
priately address  the  loan  securitization  issues. 

The  administration  looks  forward  to  working  with  this  committee 
on  S.  384  and  on  other  efforts  that  promote  small  business  growth. 

I  will  be  pleased  to  respond  to  any  questions  the  committee  may 
have. 

Senator  Bryan  [Presiding].  Thank  you  very  much,  Mr.  Newman. 

Before  calling  on  Governor  LaWare,  I  note  that  we've  been  joined 
by  two  of  our  colleagues.  Let  me,  at  this  point,  defer  to  Senator 
Bennett  first,  for  any  opening  comments  he  might  care  to  make. 

OPENING  COMMENT  BY  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  I  have  none,  thank  you. 

Senator  Bryan.  And  the  same  invitation  to  Senator  Dodd  who's 
joined  us. 
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OPENING  COMMENT  BY  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  Well,  thank  you  very  much,  Mr.  Chairman.  I'll  be 
very  brief.  In  fact,  I'll  ask  unanimous  consent  that  a  prepared 
statement  be  included  in  the  record. 

I  apologize  to  our  witnesses  and  to  my  colleagues  for  being  a  few 
minutes  late  getting  here.  I  got  tied  up  in  another  meeting. 

This  is  almost  a  second  in  a  series.  We  had  the  pleasure  of  Sec- 
retary Newman's  company  yesterday  on  basically  the  same  subject 
matter;  how  do  we  get  more  capital  into  our  communities  and  to 
encourage  economic  growth. 

I'm  pleased  to  be  a  cosponsor  of  2  of  those  3  bills,  one  as  a  lead- 
ing cosponsor  of  Senator  D'Amato  and  his  effort,  and  the  author  of 
a  third.  My  hope  is,  of  course,  as  the  Chairman  has  indicated,  we'll 
soon  have  a  chance  to  mark  up  these  ideas.  Not  that  they're  going 
to  solve  all  the  problems  but  we  think  they  are  some  good  ideas 
on  how  we  can  generate  and  promote  small  business  efforts  and  of 
course  increase  the  flow  of  capital  in  these  areas. 

This  statement  includes  some  data  that  supports  the  value  of 
this  approach,  along  with  the  approach  that  we  dealt  with  yester- 
day, with  Secretary  Cisneros.  I  don't  know  if  the  other  two  wit- 
nesses had  an  opportunity  to  review  his  testimony.  It's  not  directly 
related  to  the  subject  matter  of  these  bills,  but  it  has  the  same 
goals. 

As  Senator  Bennett  said,  the  hearing  yesterday  demonstrated  a 
tremendous  common  thread  of  commitment  in  terms  of  our  desires 
to  figure  out  ways  in  which  to  assist  small  business,  such  as  retail 
operators  and  others  who  have  a  tremendously  difficult  time  ac- 
quiring capital. 

So  all  of  these  issues  come  together,  and  all  of  us  understand, 
completely  and  thoroughly,  that  if  we  don't  generate  capital  and 
the  flow  of  capital  into  these  areas,  you're  never  going  to  have  the 
kind  of  recovery  we  need. 

I  don't  care  how  committed  you  are,  how  determined  you  are, 
how  successful  you  are,  in  coming  up  with  a  flow  or  stream  of  Fed- 
eral dollars  that  are  going  to  assist  individuals  or  groups  in  these 
areas,  that  will  never  solve  the  underlying  problems. 

It's  concepts  like  these  which  we  think  will  make  a  difference, 
and  so  I'm  very  anxious  for  us  to  build  the  kind  of  bipartisan  sup- 
port that  I  think  we've  demonstrated  so  far  in  this  arena  to  put  to- 
gether some  ideas  that  can  become  the  law  of  the  land,  and  make 
some  difference. 

So  I  thank  the  Chairman  for  holding  these  hearings,  and  com- 
mend my  two  colleagues,  Senator  D'Amato  and  Senator  Riegle,  for 
their  support  on  a  third  proposal  as  well. 

Thank  you,  Mr.  Chairman. 

Senator  Bryan.  Thank  you  very  much,  Senator  Dodd. 

And  my  apologies  are  extended  to  Senator  Moseley-Braun  whom 
I  overlooked.  She  was  next  in  point  of  time.  I  can  only  attribute 
that  to  my  failing  peripheral  vision.  We'll  defer  now  to  my  friend 
and  colleague,  Senator  Moseley-Braun,  for  any  opening  statement 
she  might  care  to  make. 


OPENING  COMMENT  BY  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Senator.  I'm 
going  to  be  very  brief. 

As  a  member  of  both  this  committee  and  the  Small  Business 
Committee,  I  have  been  impressed  with  the  insistent  drum  beat  of 
need  to  support  small  businesses  in  their  efforts  to  access  capital 
so  that  they  can  create  the  jobs  that  our  recovery  demands.  That 
is  what  we  are  all  attempting  to  do.  I  am  delighted  with  these  ini- 
tiatives, and  I  want  to  commend  Senator  Riegle  and  Senator 
D'Amato  and  Senator  Dodd  for  their  initiatives  in  this  area. 

I  very  much  look  forward  to  working  with  them  and  the  other 
Members  of  this  committee  in  this  regard  so  that  we  can  help  to 
give  small  businesses  the  capacity  they  need  to  do  the  job  that  we 
all  want  to  have  them  do. 

And  so  with  that,  Mr.  Chairman,  again,  I'm  delighted  to  be  here 
to  listen  to  the  testimony  of  Mr.  Newman  and  Mr.  LaWare.  I  dare 
say  you  spend  half  your  time  here  on  the  Hill  testifying  about  how 
to  fix  things. 

But  we're  all  in  this  together  and  I  very  much  look  forward  to 
working  with  you  and  with  the  committee  Members  in  this  regard. 

I  have  a  formal  written  statement  which  I  would  like  to  submit 
for  the  record,  Mr.  Chairman. 

Senator  Bryan.  Without  objection,  your  formal  statement  will  be 
made  a  part  of  the  record. 

Senator  Moseley-Braun.  Thank  you.  But  just  to  say  welcome  to 
the  witnesses  and  to  commend  my  colleagues  for  their  initiative  in 
this  area. 

Senator  Bryan.  Thank  you  very  much. 

Governor  LaWare,  we'll  hear  from  you  now,  sir. 

STATEMENT  OF  JOHN  LaWARE,  GOVERNOR,  FEDERAL 

RESERVE  SYSTEM 

Governor  LaWare.  Thank  you,  Mr.  Chairman,  and  Members  of 
the  committee. 

I  am  here  today  to  discuss  the  Small  Business  Loan 
Securitization  and  Secondary  Market  Enhancement  Act,  S.384, 
which  seeks  to  increase  the  availability  of  credit  to  small  busi- 
nesses by  facilitating  the  securitization  of  small  business  loans. 

Federal  Reserve  supports  the  bill's  objectives  and  believes  it  is 
extremely  important,  particularly  given  the  problems  that  small 
businesses  have  apparently  had  in  obtaining  adequate  credit  ac- 
commodation. 

Moreover,  experience  in  other  sectors  of  the  credit  markets  where 
securitization  has  already  taken  place  suggests  that  the 
securitization  of  small  business  loans  could  accrue  benefits  to 
banks  and  other  financial  institutions  that  originate  and  securitize 
these  loans. 

While  we  have  not  seen  a  final  version  of  the  bill,  we  believe, 
based  on  the  discussions  with  staff  of  this  committee,  that  many 
of  its  provisions  will  prove  helpful  in  encouraging  the  development 
of  a  secondary  market  for  small  business  loans. 

We  also  support  the  bill's  approach  of  promoting  this  develop- 
ment by  relying  on  the  private  sector,  rather  than  involving  the 
Government  through  yet  another  guarantee  program. 
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Small-  and  medium-sized  businesses  generate  a  substantial 
amount  of  business  activity  and  are  vital  to  the  well  being  of  the 
U.S.  economy.  A  key  element  of  the  success  of  small  business  firms 
is  their  ability  to  obtain  adequate  credit  accommodation.  Tradition- 
ally, the  commercial  banking  system  has  been  the  principal  source 
of  credit  to  smaller  businesses,  and  the  small  business  segment  has 
contributed  importantly  to  bank  earnings. 

Unfortunately,  in  recent  years,  many  banks  have  had  to  deal 
with  substantial  loan  quality  problems  and  have  experienced  sig- 
nificant losses.  One  consequence  of  these  problems  is  that  credit 
has  become  less  readily  available  to  smaller  businesses. 

To  mitigate  this  adverse  development — as  well  as  to  facilitate  the 
availability  of  credit  to  creditworthy  borrowers  generally — the  Fed- 
eral Reserve  and  other  bank  supervisory  agencies  recently  have  im- 
plemented a  number  of  initiatives  intended  to  increase  credit  avail- 
ability to  all  borrowers.  Some  of  these  were  designed  particularly 
to  benefit  smaller  business  borrowers.  One  such  initiative  was  a 
program  to  allow  banks  to  establish  a  "basket"  of  loans  which  will 
be  judged  solely  on  the  basis  of  performance,  and  not  be  criticized 
on  the  oasis  of  documentation  deficiencies. 

Another  initiative  was  the  agencies'  proposal  to  increase,  from 
$100,000  to  $250,000,  the  threshold  amount  below  which  real  es- 
tate-related loans,  including  loans  to  small  businesses  that  are 
collateralized  by  property,  do  not  require  FIRREA  appraisals. 

In  addition  to  these  initiatives,  one  possible  avenue  to  increase 
credit  availability  to  the  small  business  sector,  and  indeed  is  the 
focus  of  Senate  bill  S.  384,  could  be  the  expansion  of  opportunities 
to  securitize  small  business  loans. 

However,  it  should  be  noted  that  the  nature  of  small  business 
loans  differs  substantially  from  the  types  of  loans — such  as  residen- 
tial mortgages,  auto  loans,  and  credit  card  receivables — that  are 
currently  securitized.  While  those  types  of  loans  are  relatively  ho- 
mogeneous, small  business  loans  can  be  quite  heterogeneous,  in 
part  due  to  the  natural  diversity  of  small  business  enterprises  and 
the  individually  negotiated  loan  terms  designed  to  suit  the  unique 
credit  needs  of  each  borrower. 

This  heterogeneity  greatly  complicates  the  process  of  predicting 
the  future  cash  flows  produced  by  pools  of  even  the  highest  credit 
quality,  and  it  thus  impedes  easy  securitization. 

Other  impediments  to  the  widespread  securitization  of  small 
business  loans  are  the  diversity  of  credit  quality  and  documenta- 
tion standards  on  small  business  loan  pools  and  the  lack  of  a  his- 
torical database  to  small  business  loan  performance  that  would 
permit  accurate  estimation  of  loan  losses. 

As  a  result  of  these  difficulties,  securities  markets  tend  to  re- 
quire very  substantial  credit  enhancements  on  small  business  loan 
pools.  The  risk  associated  with  such  pools  is  relatively  difficult  for 
banks  to  assess  accurately  because  of  the  special  nature  of  small 
business  loans.  Thus,  it  is  especially  important  to  ensure  that 
banks  maintain  capital  at  a  level  commensurate  with  their  risk  ex- 
posure both  to  loans  they  have  sold  into  pools  and  to  the  pools  that 
they  may  have  acquired  themselves. 

The  banking  agencies'  rules  attempt  to  establish  policies  to  en- 
sure that  Government-insured  depository  institutions  will  hold  cap- 
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ital  commensurate  with  their  risk  exposure.  A  bank  that  sells  as- 
sets with  substantial  recourse  continues  to  be  exposed  to  risks  re- 
lated to  those  assets.  Accordingly,  when  loans  are  transferred  with 
recourse,  the  agencies  have  generally  treated  the  transaction  as  a 
borrowing  and  required  the  transferor  to  maintain  capital  against 
the  entire  amount  of  the  assets  transferred. 

In  recent  years,  however,  it  has  come  to  be  recognized  that  this 
very  conservative  approach  does  not  fully  take  into  account  con- 
tractual limitations  on  the  selling  bank's  recourse  obligation,  and 
may  not  accurately  reflect  expectations  or  practices  of  the  market- 
place. 

For  this  reason,  the  agencies,  under  the  auspices  of  the  Federal 
Financial  Institutions  Examination  Council,  have  been  reviewing 
existing  recourse  rules.  They  have  concluded  that  these  rules 
should  be  modified  to  reduce  the  capital  charges  for  certain  asset 
sales  with  limited  recourse  in  order  to  make  those  charges  more 
commensurate  with  the  contractual  credit  risk  to  which  the  selling 
organization  is  exposed.  We  plan  to  issue  a  detailed  proposal  for 
public  comment  in  the  very  near  future. 

One  of  the  most  important  safety  and  soundness  considerations 
with  respect  to  securitization  is  the  amount  of  capital  that  banking 
organizations  maintain  to  protect  themselves  from  any  associated 
risks. 

As  introduced,  S.384  contained  capital  provisions  that,  in  our 
view,  would  not  provide  adequate  protection  to  banks  involved  in 
securitization.  While  we  have  not  seen  a  final  version  of  this  bill, 
discussions  between  the  staff  of  this  committee  and  the  banking 
agencies  have  identified  alternative  approaches  that  represent 
some  relaxation  of  current  standards. 

For  example,  we  understand  that  current  drafts  of  the  bill  would 
allow  designated  institutions  to  maintain  a  lower  level  of  capital 
against  risk  exposure  arising  from  the  sale  of  small  business  loans 
with  recourse  than  is  required  under  banking  agencies'  existing 
capital  standards. 

This  type  of  alternative  approach  could  be  acceptable  so  long  as 
it  is  properly  structured  and  accompanied  by  appropriate  pruden- 
tial and  safety  and  soundness  limitations. 

In  this  regard,  we  understand  that  important  limitations  are  in- 
corporated in  the  bill  that  help  to  mitigate  safety  and  soundness 
concerns.  First,  the  preferential  treatment  would  be  restricted  pri- 
marily to  those  institutions  that,  under  current  capital  standards, 
are  either  well  capitalized  or  are  adequately  capitalized  and  have 
the  approval  of  their  primary  regulator.  Second,  there  is  a  major 
limitation  placed  on  the  aggregate  amount  of  retained  recourse 
that  is  eligible  for  the  preferential  treatment. 

Given  these  limitations,  we  do  not  believe  that  the  bill's  general 
approach,  as  we  understand,  would  threaten  safety  and  soundness 
conditions,  and  it  may  indeed  encourage  securitization  and  the 
availability  of  credit  to  small  business  firms. 

Obviously  we  would  want  to  reserve  final  judgment  on  these 
safeguards  and  other  provisions  of  the  bill  until  we  have  had  an 
opportunity  to  review  the  actual  language  of  the  bill  and  its  con- 
sistency with  the  fundamental  prudential  principles  underlying 
United  States  and  international  capital  standards. 
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As  I  mentioned  earlier,  the  banking  agencies  have  underway  a 
broad-based  review  of  their  capital  standards  for  securitization  and 
other  recourse  arrangements.  We  believe  that  rather  than  specify- 
ing detailed  capital  requirements  for  a  select  group  of  assets  by 
statute,  it  would  be  preferable  for  Congress  to  fashion  legislation 
directing  the  agencies  to  develop  appropriate  capital  standards  for 
securitization  of  all  kinds  of  loans. 

This  would  enable  the  agencies  to  deal  with  securitization  in  a 
manner  that  would  assure  a  prudential  framework.  Such  an  ap- 
proach is  also  preferable  for  economic  efficiency  and  bank  safety 
and  soundness.  It  would  also  avoid  the  rigidities  that  result  when 
technical  and  complex  regulatory  requirements  are  written  into 
law.  The  agencies  need  flexibility  in  order  to  be  able  to  adjust  the 
rules  as  necessary  to  reflect  future  experience  and  conditions  in  the 
market. 

In  view  of  the  importance  of  credit  availability  to  small-  and  me- 
dium-sized businesses,  we  are  committed  to  continuing  to  work 
with  this  committee,  the  other  banking  agencies,  and  the  adminis- 
tration in  developing  an  approach  that  will  remove  any  unneces- 
sary impediments  to  securitization  while  at  the  same  time  protect- 
ing the  safety  and  soundness  of  the  banking  system. 

Thank  you,  Mr.  Chairman. 

Senator  Bryan.  Thank  you  very  much,  Governor  LaWare. 

We'll  now  hear  from  Commissioner  Beese. 

STATEMENT  OF  J.  CARTER  BEESE,  JR.,  COMMISSIONER, 
SECURITIES  AND  EXCHANGE  COMMISSION 

Mr.  Beese.  Thank  you,  Mr.  Chairman  and  Members  of  the  com- 
mittee. 

I'll  submit  my  testimony  for  the  record  and  will  make  a  brief 
opening  statement. 

I  appreciate  the  opportunity  to  testify  today  on  behalf  of  the  Se- 
curities and  Exchange  Commission  on  S.  384.  I  commend  Chairman 
Riegle  for  holding  these  hearings  to  focus  attention  on  the  impor- 
tant issues  before  us  today  and  for  fostering  the  bipartisan  effort 
to  help  small  businesses  grow  and  prosper. 

The  SEC  fully  supports  the  goal  of  increasing  small  businesses' 
access  to  capital,  consistent  with  investor  protection.  Small  busi- 
nesses are  recognized  as  a  major  source  of  new  jobs  for  the  Amer- 
ican economy,  and  the  Commission  shares  the  committee's  interest 
in  helping  small  businesses'  funding  efforts. 

We  support  S.  384,  introduced  by  Senator  D'Amato  and  cospon- 
sored  by  Senator  Dodd  and  other  Members  of  the  committee,  to  the 
extent  that  S.  384  amends  Federal  securities  laws. 

The  bill  seeks  to  stimulate  the  small  business  lending  market  by 
reducing,  removing,  or  modifying  a  broad  array  of  regulations  that 
might  be  impeding  the  development  of  securitization  and  the  estab- 
lishment of  a  secondary  market  for  small  business  loans.  S.  384 
builds  on  the  framework  for  securitization  that  was  developed  in 
SMMEA,  which  has  been  a  highly  effective  means  of  increasing  the 
flow  of  capital  to  those  markets. 

The  Commission  is  hopeful  that  S.  384  will  likewise  serve  to  in- 
crease the  credit  available  to  small  businesses. 
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At  the  outset,  however,  I  would  like  to  note  that  many  of  the  pro- 
visions of  S.  384  are  outside  the  responsibility  of  the  SEC,  and  as 
to  those  matters  we  defer  to  the  views  of  the  appropriate  regu- 
latory authorities. 

Over  the  last  several  years,  the  issue  of  small  business'  contin- 
ued and  expanded  access  to  funds  to  finance  operations,  innovation, 
and  growth  have  been  of  growing  concern.  These  concerns  were 
magnified  as  funding  from  traditional  sources,  such  as  banks  and 
venture  capital  firms,  has  become  more  limited. 

S.  384  would  remove  a  number  of  legal  and  regulatory  barriers 
that  limit  the  expansion  of  the  market  for  securitization  of  small 
business  loans,  both  on  the  supply  and  the  demand  side.  As  such, 
it  would  certainly  ease  the  process  for  securitization. 

A  separate  issue  is  the  degree  to  which  the  secondary  market  for 
small  business  loans  will  develop.  That  will  be  determined  by  the 
marketplace  and  unpredictable  factors  that  drive  the  marketplace. 

Among  these  factors  will  be  the  market's  ability  to  overcome  hur- 
dles regarding  standardization  of  lending  documents  and  under- 
writing criteria  employed  in  connection  with  loan  originations. 

However,  finance  companies  have  already  demonstrated  the  ap- 
plicability of  securitization  to  small  business  loans.  To  date,  two 
public  offerings  for  securities  backed  by  pools  of  small  business 
loans  have  been  made  by  finance  companies. 

Although  banks  have  not  yet  entered  the  small  business  loan 
securitization  market,  S.  384  may  facilitate  their  entry  into  this 
market.  While  securitization  may  not  currently  be  attractive  to  de- 
pository institutions,  the  experience  of  finance  companies,  together 
with  the  incentives  provided  by  S.  384,  may  encourage  banks  to  be- 
come more  active  in  this  market. 

Securitization  of  small  business  loans  may  also  provide  addi- 
tional capital  to  institutions  interested  in  expanding  their  small 
business  lending  activities,  which  in  turn  could  lower  the  cost  to 
borrowers. 

The  Commission  is  hopeful  that  there  will  be  a  beneficial  effect 
on  the  cost  of  capital  to  small  businesses  as  a  result  of  S.  384.  The 
Commission  is  also  hopeful  that  S.  384  can  successfully  join  the 
ranks  of  the  other  legislative  and  regulatory  efforts  that  have  been 
devoted  to  addressing  the  pressing  needs  currently  facing  small 
businesses. 

I  would  like  to  briefly  highlight  the  particular  role  that  the  SEC 
has  played  in  this  collective  effort. 

On  the  legislative  front,  Senator  Dodd  has  introduced  S.  479  as 
a  means  to  remove  or  reduce  unnecessary  regulatory  burdens 
which  may  hamper  venture  capital  investment  of  small  businesses. 
The  Commission  has  worked  closely  with  Senator  Dodd  on  this  bill, 
and  we  enthusiastically  support  it  and  believe  that  it  will  contrib- 
ute to  the  development  of  financing  vehicles  that  could  be  a  new 
source  of  financing  for  small  businesses,  and  that  it  will  also  help 
streamline  the  regulation  of  existing  venture  capital  pools. 

One  particular  aspect  of  the  bill  that  I  would  like  to  highlight  is 
the  creation  of  a  new  financing  vehicle,  the  Qualified  Purchaser 
Pool.  This  new  vehicle  would  be  able  to  operate  without  barriers 
because  it  would  be  sold  only  to  sophisticated  investors,  or  so-called 
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qualified  purchasers,  and  would  be  exempt  from  the  current  100 
shareholder  limit  applicable  to  other  private  investment  companies. 

This  innovative  approach  will  allow  sophisticated  investors  who 
can  fend  for  themselves  to  pursue  investment  opportunities  free 
from  unnecessary  regulation,  and  that  should  enable  capital  to  flow 
more  unencumbered  to  segments  of  our  economy. 

Under  its  existing  authority,  the  SEC  has  also  moved  on  its  own 
initiative  to  adopt  rules  designed  to  facilitate  the  financing  of  small 
businesses. 

As  more  fully  discussed  in  our  written  testimony,  the  Commis- 
sion's efforts  have  included  initiatives  to  stimulate  the  development 
of  a  structured  finance  market,  thus  freeing  these  innovative  prod- 
ucts to  be  a  source  of  capital  to  small  businesses  and  expanding  the 
use  of  shelf  registrations  for  such  offerings. 

In  addition,  the  Commission  has  adopted  new  rules  as  part  of  its 
small  business  initiative  to  enhance  access  to  the  securities  mar- 
kets and  to  reduce  registration  and  reporting  costs  for  start-up  and 
developing  companies.  These  new  rules  include  raising  the  dollar 
limits  on  regulatory  impediments  for  securities  offerings  under  reg. 
A  and  rule  504  of  reg.  D,  and  also  the  introduction  of  an  integrated 
registration  and  reporting  system  for  use  by  small  business  issuers. 

Since  the  adoption  of  these  new  rules  last  year,  the  volume  of 
regulation  A  offerings  has  nearly  quintupled  to  over  $200  million, 
and  1,300  offerings  involving  nearly  $400  million  have  been  made 
under  rule  504,  most  of  which  have  come  from  small  businesses. 

In  conclusion,  S.  384  represents  an  important  part  of  a  collective 
effort  to  help  obtain  the  funding  that  is  so  vital  to  the  continued 
creation,  growth,  and  prosperity  of  the  Nation. 

This  bill  should  facilitate  the  small  business  lending  market  by 
assisting  in  the  development  of  securitization  and  in  the  growth  of 
a  secondary  market  for  small  business  loans. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  be  here  today 
to  present  the  Commission's  views.  I  would  be  happy  to  respond  to 
any  questions. 

Senator  Bryan  [Presiding].  Thank  you  very  much,  Commissioner 
Beese. 

We  will  begin  our  round  of  questions  with  Senator  D'Amato. 

Senator  D'Amato.  Thank  you,  Mr.  Chairman. 

I  note  that  Mr.  Nordholm,  Vice-President  of  the  National  Cooper- 
ative Bank,  points  out  in  his  written  testimony  that  has  been  sub- 
mitted already,  and  Commissioner  Beese  has  indicated  that  finance 
companies  have  already  taken  the  lead  in  securitizing  small  busi- 
ness loans.  He  cites  a  recent  study  that  concludes  that  banks  are 
steadily  losing  their  share  of  the  small  business  market. 

Let  me  ask  our  regulators:  Are  you  concerned  about  these  devel- 
opments? That  is,  banks  losing  their  share  of  this  market  if  we  do 
not  make  changes  to  allow  banks  to  securitize  small  business 
loans?  Is  there  a  risk  that  small  business  borrowers  are  going  to 
go  to  the  non-bank  competitors  for  funding?  If  we  want  to  keep  a 
healthy  banking  system,  is  this  not  also  something  that  we  should 
consider? 

I  will  start  with  Mr.  Newman. 

Mr.  Newman.  Yes,  Senator,  I  would  agree  with  that.  As  a  matter 
of  principle,  I  think  we  need  to  be  very  cautious  about  spending 
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Government  money,  or  artificially  encouraging  one  sector  of  the  fi- 
nancial services  industry  as  opposed  to  another  sector. 

But  what  you  are  trying  to  do  in  this  bill,  which  I  support,  is  to 
remove  impediments  that  the  Government  has  artificially  imposed 
on  the  market.  If  banks  are  losing  some  share  to  the  finance  com- 
panies because  we  have  needlessly  placed  impediments  in  their 
way,  we  should  remove  them. 

Senator  D'Amato.  Thank  you. 

Governor  La  Ware,  would  you  like  to  make  a  comment? 

Governor  LaWare.  I  think  the  observation  is  an  accurate  one. 
The  share  of  commercial  lending  of  the  commercial  banks  in  this 
country  has  declined  rather  drastically  in  the  last  5  or  6  years. 

Part  of  that  I  think  is  a  strong  competitive  atmosphere  which 
has  made  the  finance  companies  very  competitive  as  to  rate  and 
terms.  And  part  of  that,  I  agree  with  Secretary  Newman,  is  the  fact 
that  we  have  imposed  a  great  deal  of  regulation  on  the  banking 
system  which  makes  it  more  difficult  for  small  businesses  or  any 
kind  of  business  to  deal  with  a  bank  than  it  is  to  deal  with  a  fi- 
nance company. 

Now  in  this  case  the  securitization  should  have  a  very  salubrious 
effect  if  in  fact  the  market  can  devise  ways  to  standardize  the  for- 
mat for  the  loans  in  order  to  make  them  adaptable  to  the  pooling 
that  is  a  critical  part  of  any  securitization  effort. 

Senator  Bryan.  Commissioner  Beese,  do  you  care  to  comment? 

Mr.  Beese.  Yes.  I  highlighted  the  experience  of  the  finance  com- 
panies just  to  show,  I  believe,  the  viability  of  securitization  for 
small  business  loans.  There  have  been  two  offerings  to  date,  and 
they  have  both  been  fairly  sizable. 

In  March  1993,  Fremont  Financial  Corporation  issued  $200  mil- 
lion of  asset-backed  certificates,  and  it  was  very  warmly  received 
by  the  markets.  And  in  April  1993,  The  Money  Store  completed  an 
offering  of  $75  million  of  asset-backed  certificates. 

We  certainly  believe  at  the  Commission  that  these  offerings  dem- 
onstrate that  securitization  of  small  business  loans  is  viable.  Nota- 
bly, finance  companies  are  unregulated  and  outside  of  the  scope  of 
S.384  right  now,  and  thus  the  Commission  does  not  have  a  view 
as  to  whether  or  not  they  should  be  included  in  S.  384.  However, 
if  Congress  determines  to  include  finance  companies  within  the 
scope  of  S.  384,  the  Commission  would  stand  ready  to  provide  as- 
sistance in  making  the  necessary  changes  to  the  bill. 

Senator  D'Amato.  That  was  going  to  be  another  follow-up. 

What  is  your  view  as  it  relates  to  financing  companies  being  part 
of  this  legislation?  Do  you  think  we  should  include  them? 

Mr.  Beese.  Senator,  your  question  involves  several  complex  pol- 
icy issues,  most  of  which  are  outside  the  purview  of  the  SEC.  I 
would  defer  to  my  fellow  panelists. 

Senator  D'Amato.  Mr.  Newman. 

Mr.  Newman.  As  a  further 

Senator  D'Amato.  I  do  not  mean  to  further  burden  the  bill  that 
we  have  worked  so  hard  to  bring  to  this  point,  but  what  is  your 
thought  on  this? 

Mr.  Newman.  It  seems  to  me  that  fundamentally  that  makes 
good  sense.  There  is  no  reason  why  any  segment  of  the  financial 
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services  industry  should  be  prohibited  needlessly  from  participating 
in  a  market  that  might  help  small  businesses. 

Governor  La  Ware.  I  agree  with  that. 

Senator  D'Amato.  I  would  like,  if  I  might,  at  the  risk  of  being 
somewhat  repetitive,  just  to  touch  on  a  number  of  aspects  that  the 
staff  has  outlined  for  me  and  which  I  share  and  which  I  think  are 
important  to  put  in  the  record. 

Securitization  has  been  great  for  borrowers.  By  tapping  the  cap- 
ital markets  and  enabling  investors  to  purchase  securities  backed 
by  loans,  the  cost  of  credit  is  reduced.  I  think  every  one  of  our  wit- 
nesses has  talked  to  that.  As  important,  by  having  additional  fund- 
ing sources  opened  up  to  the  borrowers,  there  is  a  backup  source 
of  funding  if  the  traditional  sources  of  funding  dry  up. 

I  think  we  should  allow  the  institutions  to  work  unfettered  by 
rules  that  do  not  promote  better  capital  and  better  capital  forma- 
tion. 

We  need  to  enhance  banks'  abilities  to  attract  business  and  to 
keep  business,  and  certainly  that  is  a  consideration.  But  more  im- 
portantly, we  must  make  it  possible  for  them  to  make  available  the 
credit,  which  is  now  unfortunately  being  denied  in  many  cases  to 
the  small  business  community  that  they  would  like  to  make.  But 
because  of  the  regulatory  burdens  it  becomes,  as  a  matter  of  pru- 
dent business,  impractical  for  them  to  make  these  loans. 

So  I  would  hope  again  that  we  can  come  to  a  conclusion  and  re- 
solve J  think  a  number  of  the  small  differences  that  may  exist  of 
a  technical  nature  that  have  to  do  with  some  long-standing  policies, 
without  compromising  soundness  and  safety. 

I  look  forward  to  our  staffs  getting  together,  Mr.  Newman,  within 
the  next  several  days  to  complete  that,  and  I  want  to  thank  the 
witnesses. 

Again  I  want  to  thank  your  agencies,  your  staffs,  and  yourselves 
for  personally  investing  many  hours  of  hard  work  to  bring  us  to 
this  point. 

Senator  Bryan.  Thank  you,  Senator  D'Amato. 

Senator  Dodd. 

Senator  Dodd.  Thank  you. 

I  will  be  rather  brief.  I  think  your  statements  are  very  helpful 
this  morning,  and  I  appreciate  some  of  the  generous  comments 
about  the  legislation. 

We  had  a  witness  back  last  March  when  we  first  held  some  hear- 
ings on  this  who  talked  about  the  chronic  and  historic  problems  of 
access  to  capital  by  small  business  and  disputed  the  assumption 
that  this  is  sort  of  a  recent  phenomena  that  the  credit  crunch  has 
exacerbated.  I  think  there  is  probably  some  truth  in  that.  But  do 
you  agree  with  that  assessment?  Has  it  been  chronic  and  historic? 

Mr.  Newman.  Well,  Senator,  I  think  that  the  problems  have  been 
more  severe  recently  than  they  have  been  historically.  As  I  hinted 
in  a  comment  yesterday  there  may  be  some  underlying  structural 
problems  not  only  with  lending  but  with  access  to  equity  capital 
and  other  forms  of  capital  resulting  from  the  structure  we  have 
broadly  imposed  on  the  financial  services  industry.  We  have  not 
adequately  provided  opportunities  for  the  financial  system  to  ad- 
dress the  varying  financial  needs  of  small  businesses.  This  may  be 
part  of  a  long-term  problem,  rather  than  just  a  current  problem. 
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Senator  Dodd.  I  do  not  know  if  you  have  had  a  chance  to  look 
at  the  bill,  but  my  bill  specifically  deals  with  the  availability  of  eq- 
uity capital. 

Senator  D'Amato's  bill  deals  more  with  credit  availability.  So 
there  is  a  bit  of  a  distinction  there,  although  both  are  driving  to 
the  same  goal. 

Mr.  Newman.  Yes.  Absolutely,  Senator.  The  bill  you  introduced 
earlier  this  year  looks  to  us  like  a  very  constructive  approach,  and 
one  that  we  would  be  pleased  to  support. 

Senator  Dodd.  Governor,  do  you  have  any  comments? 

Governor  LaWare.  I  completely  agree  with  that.  I  think  that 
Senator  D'Amato's  approach  deals  more  with  the  working  capital 
kinds  of  lending,  but  access  to  equity  and  long-term  debt  capital 
from  the  markets  is  also  critically  important  and  I  think  your  bill 
addresses  doing  away  with  some  of  the  barriers  that  smaller  busi- 
nesses have  to  accessing  those  markets. 

Senator  Dodd.  Yes. 

Governor  LaWare.  I  think  the  combination  is  a  very  salubrious 
one. 

Senator  Dodd.  Secretary  Newman,  you  mentioned  The  Inter- 
agency Task  Force  on  New  and  Emerging  Businesses,  if  that  is  the 
right  title.  Can  you  tell  us  something  about  this? 

There  are  a  lot  of  these  Interagency  Task  Forces  around.  Death 
by  Interagency  Task  Force  may  be  the  newest  wave.  At  times  we 
make  you  come  up  here,  and  nave  these  meetings.  It  must  drive 
you  to  distraction.  But  it  is  always  a  good  answer  that  we  have  got 
an  interagency  task  force,  and  you  can  almost  watch  us  all  sort  of 
sit  back  in  our  chairs,  and  it  has  become  sort  of  the  new  bromide 
if  you  are  trying  to  keep  us  away  from  your  door. 

[Laughter.] 

And  yet,  I  am  beginning  to  think  there  are  just  too  many  of  these 
things  all  over  town.  What  does  this  one  do?  Who  is  on  it? 

Mr.  Newman.  Certainly  our  hope  and  our  intent,  Senator,  is  that 
we  would  be  able  to  deliver  something  real  and  meaningful  for 
businesses,  not  just  more  reports  to  hand  out  to  small  businesses. 

The  Interagency  Working  Group  on  New  and  Growing  Busi- 
nesses is  co-chaired  by  the  National  Economic  Council,  the  Com- 
merce Department  and  the  Small  Business  Administration.  Other 
Working  Group  participants  are  OMB,  Treasury,  SEC,  CEA,  DOD, 
DOL  and  HUD.  So  it  is  a  number  of  departments  and  agencies  who 
are  involved  in  one  way  or  the  other  with  small  businesses. 

It  addresses  such  issues  as  the  rationale  behind  the  administra- 
tion's request  for  funding  for  SBA's  7(a)  program,  for  example.  Er- 
skine  Bowles,  the  new  Administrator,  is  trying  to  determine  the  ra- 
tionale for  funding  the  7(a)  program,  and  is  doing  a  very  fine  job 
there. 

Senator  Dodd.  I  do,  too. 

Mr.  Newman.  He  is  an  active  participant  in  this  also,  and  has 
participated  in  reviewing  some  of  the  approaches  for  the  credit 
availability  program.  Even  though  that  has  been  largely  driven  by 
the  regulatory  agencies,  there  has  been  an  interaction  there.  He  is 
looking  at  some  of  these  alternatives  for  encouraging  capital  mech- 
anisms for  smaller  businesses. 
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There  is  already  something  in  the  reconciliation  bill  having  to  do 
with  small  business  investment  corporations.  We  are  looking  at 
further  alternatives  that  might  expand  the  role  of  small  business 
investment  incorporations,  or  at  least  allow  their  expansions  in  a 
prudent  fashion  such  that  other  sources  of  financing  for  capital  for 
small  business  can  be  made  more  effective. 

Senator  Dodd.  We  have  supported  the  7(a)  program  that  you 
mentioned  consistently. 

It  is  always  stunning  to  me  that  more  banks  are  not  involved  in 
the  program  and  that  we  end  up  at  times  putting  in  more  money 
than  actually  gets  used.  I  realize  there  is  paperwork  involved,  and 
maybe  in  the  re-invention  of  Government  we  might  take  a  look  at 
this  program,  because  if  there  is  a  legitimate  concern  from  the 
banking  community  about  whether  these  programs  cost  more  than 
they  are  worth  in  terms  of  personnel  that  have  to  be  dedicated.  I 
am  not  convinced  of  that,  but  I  suspect  that  that  may  be  one  of  the 
mind  sets  out  there.  It  seems  to  me  that  someone  ought  to  take  a 
look  at  how  more  institutions  could  become  more  willing  to  be  in- 
volved in  that  program. 

It  is  not  a  great  deal  of  money,  but  it  can  make  a  difference  for 
these  particularly  real  small  operators  that  want  to  get  underway. 
I  just  mention  that  as  an  aside  here. 

Last,  I  just  want  to  get  Commissioner  Beese's  comments  on 
whether  you  are  satisfied  with  the  present  level  of  SEC  inspections 
of  mutual  funds.  I  have  raised  this  issue  with  Arthur  Levitt  both 
privately  and  publicly  in  this  very  room. 

We  have  seen  a  huge  inflow  of  $1  billion  a  day  of  investor  sav- 
ings funds  over  the  past  year  or  so,  obviously  both  bank-affiliated 
funds  and  other  funds,  and  I  am  very  worried  about  it. 

There  has  been  a  lot  written  about  it  recently  about  investors 
looking  for  a  better  return,  and  that  is  the  reason  people  are  mov- 
ing in  that  direction,  but  the  lack  of  inspections  really  worries  me 
and  I  am  afraid  we  may  see  a  blow-up  coming  soon  and  a  lot  of 
people  will  be  hurt. 

I  am  just  wondering  about  how  you  feel  about  the  level  of  inspec- 
tions. 

Mr.  Beese.  Senator,  I  share  the  view  of  my  fellow  colleagues  at 
the  SEC  that  the  level  of  inspections  is  certainly  inadequate,  and 
that  is  why  we  have  been  pounding  on  this  table  and  pounding  on 
your  doors  for  increased  resources  for  this  area. 

While  the  number  of  inspectors  has  increased  over  the  past  dec- 
ade, the  increase  has  not  kept  pace  with  the  industry's  explosive 
growth. 

Senator  Dodd.  What  are  we  looking  at?  Can  you,  just  off  the  top 
of  your  head,  what  are  we  looking  at?  Once  every  3,  4,  5  years? 

Mr.  Beese.  Once  every  year  for  the  largest  hundred  fund  com- 
plexes and  all  money  market  funds;  but  some  funds  are  on  an  in- 
spection cycle  of  once  every  7  years.  For  investment  advisers,  some 
are  inspected  only  once  every  30  years. 

You  are  very  right  to  be  concerned  about  this  area.  Concern  re- 
garding this  issue  has  moved  from  the  business  section  to  the  front 
page  of  The  New  York  Times,  and  I  think  that  this  move  was  noted 
by  all  of  us. 
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As  we  have  talked  before,  the  1940  Act  has  been  a  remarkable 
success  story.  It  has  been  a  remarkable  partnership  between  the 
industry  who  came  and  asked  to  be  regulated  in  1940  and  the  regu- 
lators which  has  resulted  in  an  industry  that  has  a  tremendous 
amount  of  public  trust  and  confidence,  and  one  that  does  so  with- 
out a  Government  safety  net. 

I  think  not  increasing  inspectors  at  this  time  really  risks  snatch- 
ing defeat  from  the  jaws  of  victory  after  this  fantastic  50-year  suc- 
cess story. 

Senator  Dodd.  Well,  I  appreciate  your  candor  and  your  com- 
ments on  that.  I  am  going  to  ask  both  you,  Mr.  Secretary,  and  you, 
Governor,  if  you  would  comment  as  well  because  you  have,  I  know, 
taken  steps  in  this  area.  Do  you  agree  generally  with  the  comments 
of  the  Commissioner?  Also,  are  there  any  other  thoughts  you  have 
on  the  mutual  funds  issue  and  the  confidence  question? 

Mr.  Newman.  Yes,  Senator.  We  in  the  administration,  in  one  of 
these  task  forces,  have  addressed  this  issue.  I  very  much  agree 
with  Commissioner  Beese  that  this  ought  to  be  done. 

Even  though  we  are  all  trying  to  keep  down  the  costs  and  size 
of  Government,  this  is  one  place  where  some  additional  resources 
really  are  warranted. 

Senator  Bryan.  Governor? 

Governor  La  Ware.  As  you  know,  we  have  a  policy  at  the  Federal 
Reserve  of  examining  each  bank  for  which  we  are  primary  regu- 
lators at  least  once  a  year.  That  is  the  way  that  we  feel  we  can 
keep  on  top  of  the  condition  of  the  banking  system.  So  I  am  very 
sympathetic  to  the  needs  of  the  SEC  to  have  the  resources  to  be 
able  to  step  up  the  frequency  of  examinations  for  that  very  same 
reason. 

Senator  Dodd.  I  appreciate  your  comment. 

Last,  interstate  banking.  Senator  Bennett  and  I,  and  I  know  Sen- 
ator D'Amato  and  I  care  about  this,  as  it  relates  to  the  small  busi- 
ness question — interstate  branching. 

Is  this  something  that  the  three  of  you  believe  would  be  a  posi- 
tive contributing  factor  to  the  flow  of  capital  to  small  business,  if 
this  country  would  adopt  an  interstate  branching  system? 

Governor  La  Ware.  Well,  I  am  not  sure  that  simply  the  existence 
of  branches,  as  opposed  to  subsidiary  banks  and  a  holding  com- 
pany, makes  a  great  deal  of  difference  in  terms  of  the  availability 
of  credit. 

It  simply  makes  the  management  of  credit  extensions  and  the 
funding  of  credit  extensions  a  lot  simpler  because  as  a  branch  you 
do  not  have  the  23(a)  restraints  on  the  transfer  of  funding  from  one 
institution  to  another. 

Senator  Dodd.  Does  that  not  reduce  the  costs  then  to  the  bor- 
rower? 

Governor  La  Ware.  Yes.  Yes,  indeed. 

Senator  Dodd.  So  in  fact  it  does  impact,  then. 

Governor  La  Ware.  Yes.  And  it  should  improve  competition. 

Senator  Dodd.  Mr.  Secretary. 

Mr.  Newman.  Again  I  would  agree,  Senator  Dodd.  As  I  men- 
tioned yesterday,  in  order  to  give  you  a  more  thorough  and  consid- 
ered response  with  regard  to  all  the  issues  concerning  interstate 
branching,  the  administration  is  currently  analyzing  various  alter- 
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natives.  We  hope  to  reach  some  conclusions  later  this  year.  But  in 
terms  of  this  particular  aspect  of  it,  I  would  agree  very  much  with 
what  you  just  said  and  with  what  Governor  LaWare  just  said. 

One  of  the  fundamental  functions  of  a  banking  system  is  to  move 
financial  resources  from  a  place  where  there  is  in  a  sense  excess 
savings  to  a  place  where  there  is  a  need  for  credit.  This  may  be 
widely  varying  geographically.  To  the  extent  that  there  is  anything 
that  impedes  that  process,  it  necessarily  raises  the  cost  of  the  cred- 
it where  it  is  ultimately  delivered. 

In  this  time  where  we  are  all  trying  to  achieve  efficiency,  the 
idea  of  promoting  mechanisms  that  would  allow  the  banking  sys- 
tem to  be  more  efficient  and  therefore  deliver  credit  at  a  lower  cost 
to  its  borrowers  is  certainly  worth  pursuing. 

Senator  Dodd.  Last? 

Mr.  Beese.  Senator,  I  would  like  to  consult  with  my  colleagues 
on  the  Commission  before  giving  an  answer  on  behalf  of  the  SEC 
with  regard  to  interstate  banking.  We  would  like  to  follow  up  in 
writing,  and  we  also  hope  we  can  have  an  opportunity 

Senator  Dodd.  That  is  an  'intra'agency  task  force. 

[Laughter.] 

Mr.  Beese.  Right,  an  intra-agency  task  force. 

We  also  would  like  to  take  the  opportunity  to  follow  up  in  writing 
on  mutual  funds  also,  because  I  would  like  to  note  that,  while  we 
do  inspect  the  top  100  fund  complexes  on  a  yearly  basis,  that  is  not 
where  we  are  particularly  worried  about  where  a  blow-up  would 
come  from. 

Senator  Dodd.  I  apologize.  I  took  a  little  more  time,  and  I  apolo- 
gize. Thank  you. 

Senator  Bryan.  Thank  you  very  much,  Senator  Dodd. 

Senator  Bennett. 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

Senator  Dodd  raised  the  issue  of  7(a)  loans  and  why  they  are  not 
being  made.  In  one  of  those  happy  coincidences  which  occasionally 
happens  up  here,  my  staff  has  done  a  little  work  on  that  and  pre- 
pared me  to  ask  those  kinds  of  questions  so  I  will  look  much  smart- 
er than  I  really  am  by  virtue  of  good  staff  work. 

[Laughter.] 

Senator  Bennett.  The  small  banks  in  Utah  have  complained 
that  their  hands  are  tied  because  they  are  charged  too  much  to  sell 
their  7(a)  loans  into  the  secondary  markets  with  the  new  fees  that 
are  in  this  year's  budget.  Several  of  the  larger  banks  in  Utah  ques- 
tioned about  this  have  agreed  that  they  would  probably  hold  their 
7(a)  loans  and  not  sell  them  because  of  the  high  fee.  Small  banks 
cannot  afford  this.  They  usually  have  to  sell  their  loans  to  keep 
their  capital  pool  replenished.  So  now  they  are  likely  to  make  loans 
only  until  their  pool  is  exhausted. 

So  the  questions  that  I  would  ask,  there  are  three  of  them  listed 
here,  and  you  can  either  take  a  stab  at  them,  or  respond  in  writing 
later  on. 

No.  1,  what  is  the  actual  cost  to  the  Government  for  the 
securitization  of  SBA  loans? 

No.  2,  how  much  of  the  bank's  profit  will  be  taken  by  charging 
them  50  basis  points  on  the  securitization  of  their  loans? 
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No.  3,  might  it  be  advisable  for  banks  to  pool  and  sell  their  own 
7(a)  loan? 

Now  I  will  accept  the  intra-agency  task  force  answer,  if  that  is 
the  one  you  want  to  take,  with  a  response  in  writing  later  on;  but 
if  you  would  like  to  take  a  stab  at  it  verbally  at  this  point,  we 
would  be  delighted  to  have  you  do  that. 

Mr.  Newman.  Senator,  I  guess  this  is  primarily  my  responsibility 
to  respond  on  behalf  of  the  administration.  I  would  like  to  do  a  lit- 
tle bit  of  homework  and  talk  with  Erskine  Bowles  at  the  SBA.  Be- 
tween Erskine  Bowles  and  myself,  we  will  get  back  to  you  in  writ- 
ing. 

Senator  Bennett.  OK.  Thank  you.  I  would  appreciate  that. 

Going  back  to  S.478,  again  by  coincidence  Utah  has  adopted  a 
law  that  virtually  copies  the  Michigan  Act.  As  I  understand  it,  the 
Michigan  Act  appropriately  comes  to  the  attention  of  our  Chairman 
and  is  the  basis  for  S.  478. 

After  Utah  adopted  this  law,  no  loans  were  made.  So  some 
changes  were  made  in  the  Act.  The  matching  money  for  the  loan 
loss  reserve  is  given  by  the  State,  and  all  loan  loss  reserves  added 
by  the  bank  are  held  by  the  bank.  When  these  changes  were  made, 
the  interest  in  this  whole  process  went  up  rather  substantially  in 
Utah. 

As  we  checked  with  Utah  prior  to  coming  to  this  hearing,  the 
Governor's  office  and  elsewhere,  we  are  told  their  principal  concern 
about  S.  478  is  whether  or  not  Utah's  program  as  it  currently  exists 
with  the  changes  from  the  Michigan  program  would  be  able  to  re- 
ceive access  to  Federal  funds. 

Do  you  have  any  feel  as  to  whether  or  not  the  Act  would  permit 
Utah  to  receive  that  kind  of  access  with  those  changes?  Is  this 
again  a  technical  question  that  we  need  to 

Mr.  Newman.  Yes.  I  am  afraid,  Senator,  I  am  not  prepared  to  re- 
spond to  that  question. 

Senator  Bennett.  The  fair  thing  for  me  to  do,  then,  is  have  my 
staff — because  I  have  now  exhausted  the  extent  of  my  knowledge 
on  this  issue. 

[Laughter.] 

Have  my  staff  prepare  the  exact  details  of  the  changes  that  Utah 
has  made  and  get  them  to  you,  and  get  your  response. 

Quite  obviously  on  the  basis  of  that  will  depend  on  how  I  vote 
on  this  issue,  because  it  is  one  that  my  State  has  some  experience 
with  and  has  tried  the  Michigan  approach  and  found  that  it  did  not 
work,  has  made  the  changes,  and  is  willing  to  support  S.478  if 
those  appropriate  assurances  can  be  given.  So  it  would  be  a  very 
useful  and  significant  thing  for  me  if  you  could  get  that  informa- 
tion. 

Mr.  Newman.  We  would  be  happy  to  do  that,  Senator,  and  hope- 
fully work  with  Senator  Riegle's  staff  on  these  matters. 

Senator  Bennett.  Thank  you.  That  is  all  I  have. 

Senator  Bryan.  Thank  you  very  much,  Senator  Bennett.  I  really 
had  not  intended  to  pursue  a  question  on  interstate  banking,  but 
since  Senator  Dodd  raised  it  I  cannot  resist  the  temptation. 

Secretary  Newman,  you  and  Governor  LaWare  make  the  point 
that  interstate  branching  does  achieve  some  cost  efficiencies.  I  un- 
derstand that,  and  I  think  that  argument  is  sustainable.  But  if  the 
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overall  objective  is  to  achieve  availability  of  capital,  that  is  not  nec- 
essarily coextensive  with  efficiencies.  So  my  question  is  asked  in 
the  context  of  the  interstate  branching  question: 

How  do  you  deal  with  the  situation  in  which  the  decisions  for 
who  is  going  to  get  that  capital  in  an  interstate  branching  system 
is  made  by  those  outside  of  the  State,  particularly  in  small  States 
like  my  own,  that  although  the  efficiencies  are  achieved  and  the 
bank  profits  increase — and  I  am  delighted  to  see  those  profits  in- 
creased— but  nevertheless  it  does  nothing  to  provide  additional  cap- 
ital to  a  growing  State  such  as  Nevada? 

Would  vou  take  a  stab  at  that?  Then  I  am  going  to  ask  Governor 
LaWare  for  his  response. 

Mr.  Newman.  Certainly  Senator. 

It  seems  to  me,  and  I  appreciate  the  problem  you  are  referring 
to.  It  seems  to  me  the  key  to  that  is  to  make  sure  that  there  is 
a  sufficiently  competitive  environment,  because  the  truth  is  that 
the  banks  that  address  the  needs  of  the  local  marketplace  best 
should  be  most  successful  both  in  meeting  the  needs  of  the  market- 
place and  in  terms  of  its  own  financial  performance. 

As  long  as  we  have  a  sufficiently  competitive  environment  where 
there  are  enough  players  in  each  market  to  compete  and  provide 
an  incentive  for  one  provider  of  financial  services,  provider  of  credit 
to  make  more  local  decisions  and  be  more  responsive  to  local  needs, 
then  it  should  encourage  that  whole  process. 

The  other  thing  that  it  does  is  it  avoids — although  there  are  var- 
ious mechanisms  for  addressing  this — it  avoids  the  kind  of  problem 
that  New  England  in  particular  had  a  few  years  ago  when  there 
were  virtually  no  out-of-State  banks  with  any  facilities  in  New 
England. 

Trie  regional  economy  had  a  very,  very  difficult  time  and  vir- 
tually all  the  lenders  in  New  England  found  themselves  in  the 
same  boat  with  geographically  undiversified  portfolios.  The  entire 
lending  infrastructure  of  New  England  as  a  whole  was  essentially 
unable  to  meet  the  credit  needs. 

To  the  extent  that  we  have  a  more  nationally  diversified  base  of 
financial  institutions  in  one  form  or  another  with  appropriate 
rights  for  individual  States  taken  into  account,  that  kind  of  prob- 
lem can  be  avoided,  too. 

Senator  Bryan.  Governor  LaWare? 

Governor  LaWare.  I  think  that  another  way  to  look  at  essen- 
tially what  Frank  has  just  said  is  that  banks  are  in  the  business 
of  making  loans.  They  are  not  just  in  the  business  of  collecting  de- 
posits. Any  bank  that  does  not  respond  to  the  place  where  they  are 
gathering  deposits  by  also  making  credit  available  is  not  going  to 
be  very  successful  at  raising  deposits. 

I  think  that  the  dynamics  of  it  are  that  if  you  are  in  a  competi- 
tive environment  in  a  given  locality,  that  you  are  going  to  have  to 
be  willing  to  provide  credit  in  that  area  in  order  to  be  successful 
in  raising  the  deposits  as  well. 

So  I  think  the  way  banks  work  is  they  want  to  put  branches 
where  they  can  obtain  assets  as  well  as  liabilities,  and  the  assets 
are  primarily  loans. 

Senator  Bryan.  It  is  difficult  for  me  to  quarrel  with  the  economic 
theory  that  each  of  you  articulate,  but  my  concern  is  more  prag- 
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matic.  That  is,  if  essentially  the  substantial  providers  of  capital  are 
out-of-State,  and  those  that  provide — and  I  am  talking  about 
banks — those  that  are  essentially  intrastate  who  are  small  are  nev- 
ertheless performing  the  function  of  providing  as  much  capital  as 
their  lending  limits  permit,  you  still  have  an  enormous  gap. 

You  have  in  effect  a  dominance  in  the  market  which  is  out-of- 
State  in  which  there  have  not  been — I  mean,  the  numbers  I  want 
to  come  to  here  just  one  more  time  as  a  follow-up — in  which  you 
have  not  had  the  big  players,  if  you  will,  who  can  make  the  kind 
of  loan  that  you  really  need  to  have  your  economy  surge,  if  they 
are  not  participating,  even  though  the  players  that  are  left  are  fill- 
ing some  of  the  gap  because  their  lending  limits  by  reason  of  their 
size  is  so  small  you  have  that  gap,  and  that  is  precisely  what  hap- 
pened in  my  own  State  when  the  commercial  lending  dropped  by 
30  percent — those  small  banks  that  came  in,  and  there  were  niches 
in  the  market,  and  they  did  extremely  well,  and  they  performed  re- 
sponsibly— but  they  could  not  fill  the  gap  because  of  their  own 
funding  limitation,  and  that  is  why  Governor  LaWare  as  a  follow 
up  I  would  like  to  ask  you  to  look  into  this.  Because  even  the  most 
recent  FDIC  quarterly  bank  profile  would  indicate  that  in  Nevada 
where  the  economy  is  strong  ranks  51st  in  terms  of  percentage  of 
assets  that  are  committed  to  commercial  lending.  There  has  just 
got  to  be  something  fundamentally  wrong,  and  perhaps  your  own 
insight  will  provide  us  with  some  answers  to  that. 

Let  me  change  the  focus  to  the  scope  of  this  hearing  to  just  one 
last  series  of  questions.  That  is:  Under  current  international  bank 
capital  standards,  may  our  bank  regulators  under  existing  stand- 
ards and  law  determine  the  risk  weight  for  securities  backed  by 
small  business  loans?  Do  we  have  the  ability  to  do  that? 

Governor  LaWare.  I  am  sorry.  I  do  not  think  I  understand  the 
question. 

Senator  Bryan.  I  am  talking  about  under  the  current  inter- 
national bank  capital  standards,  may  bank  regulators  determine 
the  risk  weight  for  securities  backed  by  small  business  loans? 

Governor  LaWare.  Certainly. 

Senator  Bryan.  We  have  the  ability  to  do  so? 

Governor  LaWare.  Yes,  sir,  but  we  do  not  believe  that  the  Unit- 
ed States  should  be  seen  as  compromising  the  international  capital 
standards.  The  Basle  Accord  is  very  clear  that,  as  a  general  matter, 
commercial  claims  are  assigned  to  the  100  percent  risk  category. 
Our  risk-based  capital  guidelines  incorporate  this  same  principle. 
Commercial  claims,  as  that  term  is  understood  within  the  context 
of  the  Basle  Accord,  would  include  securities  backed  by  small  busi- 
ness loans. 

Senator  Bryan.  Presumably  then  regulators  could  determine  the 
securities  backed  by  small  business  loans  should  have  the  same 
risk  weight  as  mortgage-backed  securities?  Would  that  be  a  logical 
conclusion  to  draw  from  that? 

Governor  LaWare.  Well,  possibly.  The  risk-based  capital  stand- 
ards that  have  been  established  by  the  Basle  Committee,  and 
adopted  by  essentially  the  members  of  that  committee  and  the 
countries  that  are  members  of  that  committee,  really  are  designed 
to  create  an  internationally  even  playing  field,  a  level  playing  field. 
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The  original  intent  was  that  those  standards  would  apply  only  to 
internationally  active  banks.  The  decision  was  made  in  the  United 
States  among  the  regulators  and  with  the  concurrence  of  the  Treas- 
ury that  when  those  weights  were  established  that  it  would  be  un- 
fair not  to  apply  them  equally  across  the  board  in  the  United 
States  to  all  the  banks,  whether  they  were  internationally  active  or 
not. 

Now  the  committee  has  really  just  bitten  into  the  apple  and  not 
consumed  it  all.  Dealing  with  specific  types  of  transactions  like 
securitization — which  as  you  know  is  much  more  common  in  the 
United  States  than  it  is  in  any  other  country — simply  is  not  on  the 
agenda  as  a  nearly  completed  item  with  regard  to  the  committee. 
So  there  is  no  specific  provision  for  dealing  with  securitization. 

Therefore,  it  is  still  within  the  province  of  each  country  to  deal 
with  that  issue  as  it  sees  fit.  What  we  try  to  do  is  not  to  seem  to 
be  compromising  those  international  standards  unreasonably.  I 
think  that  the  way  we  are  working  together  with  the  other  agen- 
cies is  going  to  lead  us  to  a  solution  here  which  I  think  we  can  jus- 
tify adequately  on  an  international  basis. 

Senator  Bryan.  So  you  do  not  see  the  absence  of  such  inter- 
national bank  capital  standards  being  an  impediment  to  the  imple- 
mentation of  this? 

Governor  LaWare.  No,  I  do  not. 

Senator  Bryan.  Secretary  Newman. 

Mr.  Newman.  Just  to  add  to  that,  I  think  the  point  that  Gov- 
ernor LaWare  just  made  about  the  underlying  principles  is  espe- 
cially important. 

As  the  regulatory  authorities  look  at  issues  like  the  ones  that  are 
posed  here  by  S.  384,  we  already  noted  that  the  current  regulatory 
treatment  of  sales  with  recourse,  we  agree  with  Senator  D'Amato, 
are  overly  harsh  and  should  be  fixed. 

But  as  we  make  a  fix,  we  need  to  be  sure  that  we  do  it  bearing 
in  mind  real  measures  of  the  true  underlying  risk,  rather  than  kid- 
ding ourselves,  even  though  we  all  share  a  common  objective  of 
wanting  to  see  more  small  business  lending  in  this  country. 

We  would  do  a  disservice  to  the  banking  system  and  to  the  FDIC 
soundness  if  we  were  to  artificially  jiggle  the  measures  so  that  we 
did  not  have  a  true  picture  of  risk.  It  would  be  like  jiggling  the 
thermostats  in  this  building  to  make  it  read  10  degrees  cooler  when 
the  air  conditioning  was  not  on.  That  would  not  change  the  actual 
temperature. 

We  need  to  be  careful  that,  when  we  develop  these  risk  meas- 
ures, we  recognize  that  right  now  we  are  over-measuring  the  true 
risk,  but  what  we  put  into  place  does  not  under-measure  the  true 
risk. 

Senator  Bryan.  Gentlemen,  that  concludes  the  first  panel.  Let 
me  extend  my  appreciation  to  each  of  you,  and  particularly  Sec- 
retary Newman,  in  getting  you  back  to  back  up  here.  Thank  you 
very  much.  We  appreciate  your  testimony. 

Mr.  Newman.  Thank  you. 

Governor  LaWare.  Thank  you. 

Mr.  BEESE.  Thank  you. 

Senator  Bryan.  Let  me  now  invite  our  second  panel  to  join  us: 
Mr.  Edward  Yingling,  who  is  the  Executive  Director,  Government 
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Relations  of  the  American  Bankers  Association;  Mr.  Bradford 
Nordholm,  the  Vice  President  of  the  National  Cooperative  Bank; 
and  Mr.  James  G.  Zafris,  Jr.,  who  is  the  Chief  Executive  Officer  of 
the  Danvers  Savings  Bank,  who  is  representing  the  Savings  & 
Community  Bankers  of  America. 

STATEMENT  OF  EDWARD  L.  YINGLING,  EXECUTIVE  DIRECTOR, 
GOVERNMENT  RELATIONS,  AMERICAN  BANKERS  ASSOCIA- 
TION, WASHINGTON,  DC 

Senator  BRYAN.  Mr.  Yingling,  as  soon  as  you  get  yourself  com- 
fortably situated,  sir,  we  will  hear  from  you  first. 

For  the  record,  as  with  the  previous  panel,  your  full  statements 
have  been  made  a  part  of  the  record  and  we  invite  your  testimony. 

Mr.  Yingling.  Thank  you,  Senator. 

ABA  wishes  to  congratulate  Chairman  Riegle,  Senator  D'Amato, 
you,  Senator  Bryan,  Senator  Bennett,  and  other  Members  of  the 
committee,  for  the  attention  you  are  giving  to  small  business  fi- 
nancing, and  for  the  innovative  approaches  the  committee  is  dis- 
cussing today. 

I  do  not  think  anyone  here  believes  that  any  one  proposal  is  a 
panacea,  but  these  proposals  do  have  the  potential  to  be  very  help- 
ful. 

As  committee  Members  have  indicated  in  their  public  state- 
ments, small  business  is  tremendously  important  to  our  economy. 
For  one  thing,  it  is  where  virtually  all  the  job  creation  is.  At  the 
same  time,  bank  lending  remains  critical  for  small  businesses  to 
help  them  get  started,  and  then  to  help  them  grow  and  prosper. 
Before  moving  to  the  specific  bills  before  the  committee,  I  would 
like  to  cover  one  key  point  if  I  might. 

We  think  it  is  critical  for  policy  makers  to  understand  that  small 
business  lending  is  fundamentally  different  from  the  types  of  lend- 
ing most  of  us  are  familiar  with — auto  loans,  mortgages,  credit 
cards. 

There  has  been  a  tendency  to  extrapolate  from  the  experience 
with  such  consumer  loans,  and  this  could  lead  in  our  opinion  to  bad 
policies  if  we  are  not  careful. 

We  have  seen  this  problem  recently  in  ideas  to  create  a  major 
secondary  market,  or  a  Government-sponsored  enterprise,  for  small 
business  loans.  Quite  frankly,  we  see  it  in  proposals  for  extensive 
disclosure  of  bank  small  business  lending. 

Both  of  these  ideas  are  based  on  extrapolating  from  the  home 
mortgage  market,  and  we  think  that  is  a  mistake.  That  could  lead 
to  broad  required  standardization  of  the  small  business  lending 
process. 

However,  small  business  lending  is  relationship  lending.  It  in- 
volves ongoing  discussions,  reviews  of  business  plans,  adjustment 
to  a  compan/s  financial  structure,  and  many  other  ongoing  issues. 
Indeed,  in  many  business  loans  there  is  no  standard  application, 
and  it  may  not  even  be  clear  when  an  application  has  been  for- 
mally made. 

Public  policies  which  would  drive  a  significant  standardization  of 
the  small  business  process  would  cause  a  number  of  problems. 
Most    important,    such    standardization    would    really    hurt    the 
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chances  for  marginal  borrowers,  particularly  start-up  operations,  to 
get  loans. 

It  is  now  widely  understood  that  the  securitization  of  the  home 
mortgage  market  has  hurt  some  marginal  borrowers,  particularly 
low-income  and  minority  borrowers  who  do  not  fit  the  standard 
mold.  That  is  nothing  compared  to  what  would  happen  if  we  had 
a  driven  standardization  of  the  small  business  market. 

That,  however,  does  not  mean  that  positive  steps  cannot  be 
taken,  and  the  proposals  before  the  committee  would  not  force  such 
standardization.  Rather,  they  provide  creative  approaches  to  en- 
hance the  efforts  of  private  lenders. 

First,  ABA  believes  that  S.  384  introduced  by  Senator  D'Amato 
and  a  broad  bi-partisan  group  of  Senators,  will  enhance  experimen- 
tation with  secondary  markets  within  the  private  sector  without 
forcing  the  standardization  process  where  it  may  not  belong. 

This  proposal  would  increase  liquidity  in  certain  markets.  Criti- 
cally, it  would  do  so  without  undermining  safety  and  soundness, 
without  undermining  consumer  protections,  and  without  any  tax- 
payer money.  Senator  that  seems  to  us  to  be  a  winning  combina- 
tion for  everyone. 

We  have  been  working  with  committee  staff  on  a  very  key  provi- 
sion of  the  bill,  and  that  is  the  capital  provision  that  has  been  dis- 
cussed here  this  morning.  I  think  everyone  involved  here  has  the 
same  goal.  We  want  to  keep  solid  capital  rules.  At  the  same  time, 
we  do  not  want  to  undermine  the  basic  purpose  of  the  bill.  We  be- 
lieve that  balance  should  be  achievable. 

Senator,  we  will  work  with  you  and  the  committee  and  your  staff 
to  reach  a  solution  on  a  very  fast  track. 

Another  innovative  approach  before  the  committee  is  S.  479  in- 
troduced by  Senator  Doad  and  others.  Like  S.  384,  this  bill's  pur- 
pose is  to  enhance  liquidity  while  protecting  safety  and  soundness, 
and  again  without  any  taxpayer  dollars. 

We  certainly  support  its  purpose  and  believe  the  Investment 
Company  Act  and  related  laws  should  be  reviewed  to  see  if  changes 
can  be  made  which  would  facilitate  small  business  lending. 

In  his  introductory  statement  to  the  bill,  Senator  Doda  did  indi- 
cate that  he  would  want  to  review  some  concerns  that  have  been 
raised  about  the  impact  on  mutual  fund  regulation,  and  we  would 
like  to  work  with  him  and  the  committee  on  those  concerns. 

Finally,  S.478  introduced  by  Senator  Riegle  and  others  has  a 
somewhat  different  target.  Improving  liquidity  is  the  main  target 
of  the  first  two  bills.  Senator  Riegle's  bill  on  the  other  hand  is  de- 
signed really  to  help  marginal  small  borrowers  who  may  not  be 
able  to  obtain  credit  without  a  little  boost.  They  are  close  to  being 
credit  worthy,  but  maybe  are  not  quite  there.  Of  course  that  is  not 
unusual  in  the  small  business  area,  particularly  with  start-up  oper- 
ations. 

ABA  believes  this  bill  is  an  excellent  approach  to  helping  such 
borrowers.  These  types  of  programs  are  being  tried  in  a  number  of 
States,  and  bankers  there  believe  that  they  have  great  potential. 

The  bill  has  a  number  of  very  positive  aspects.  You  get  a  real 
bang  for  your  buck.  It  allows  a  great  deal  of  flexibility — and,  Sen- 
ator Bennett,  that  goes  to  your  point.  We  would  hope  that  the  bill 
would  allow  States  to  experiment  to  see  what  works — and  it  main- 
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tains  private-sector  involvement,  with  a  market  test,  which  should 
ensure  efficient  resource  allocation  and  minimized  losses. 

Again  we  congratulate  the  authors  of  these  bills  for  their  innova- 
tive approaches,  and  I  would  be  pleased  to  answer  any  questions. 

Senator  Bryan.  Thank  you  very  much,  Mr.  Yingling. 

Mr.  Nordholm,  we  will  hear  from  you  next,  sir. 

STATEMENT  OF  BRADFORD  T.  NORDHOLM,  VICE  PRESD3ENT, 
NATIONAL  COOPERATIVE  BANK,  WASHINGTON,  DC 

Mr.  Nordholm.  Thank  you.  I  am  pleased  to  be  here  this  morn- 
ing. My  name  is  Brad  Nordholm,  and  I  am  the  president  of  the  Co- 
operative Funding  Corporation,  which  is  the  investment  banking 
capital  market  subsidiary  of  the  National  Cooperative  Bank. 

National  Cooperative  Bank  applauds  your  effort  to  find  ways  to 
stimulate  small  business  lending  and  ameliorate  the  credit  crunch 
by  removing  some  of  the  regulatory  barriers  to  banks,  and  by  pro- 
viding incentives  to  securitization  of  small-  and  middle-market 
loans. 

Indeed,  our  mission  at  NCB  is  to  spur  economic  growth  and  de- 
velopment by  providing  increased  access  to  credit  and  to  the  capital 
markets  for  all  types  of  cooperative  enterprises.  Although  S.384 
would  not  apply  to  small  business  loans  originated  by  NCB,  we  do 
welcome  all  competitors  to  that  end. 

I  would  like  to  begin  by  summarizing  a  couple  of  our  recent  expe- 
riences with  securitization  in  the  markets. 

First  of  all,  the  securitization  of  affordable  housing  loans: 

In  1992  we  completed  the  first-ever  securitization  of  coopera- 
tively owned  mobile  home  park  mortgages. 

In  July  of  this  year  we  successfully  completed  the  first-ever 
securitization  of  affordable  cooperative  housing  mortgages — some- 
thing called  "the  mortgage  investment  low-income  communities  se- 
curity," or  MILC  for  short.  It  is  a  pioneering  effort  that  increased 
the  flow  of  capital  into  affordable  housing,  an  effort  that  was  re- 
cently applauded  by  HUD  Secretary  Henry  Cisneros. 

In  our  short  history,  we  have  securitized  co-op  loans  serving 
more  than  25,000  low-income  families.  Securitization,  while  it  has 
not  reduced  the  rates  to  those  families  yet,  it  certainly  has  im- 
proved and  stretched  out  the  terms  available  on  those  mortgage 
loans. 

The  second  area  is  providing  advisory  and  banking  services  to 
commercial  cooperatives  securitizing  consumer  and  small  business 
loans.  The  objective  of  our  efforts  has  been  to  increase  the  turnover 
of  the  loans  so  we  can  increase  the  amount  of  financing  provided 
to  cooperative  members  whose  businesses  may  not  be  fully  under- 
stood by  traditional  financial  institutions. 

During  the  first  half  of  1993,  we  have  advised  six  cooperatives 
with  over  $600  million  of  existing  loans  extended  to  approximately 
3,000  small  businesses.  In  our  opinion  these  small  businesses  are 
borrowing  at  about  100  to  200  basis  points  less  because  of  the  role 
of  the  cooperative  in  providing  this  financing,  and  doing  this  fi- 
nancing with  the  idea  of  moving  these  loans  into  the  secondary 
markets  with  securitization  techniques. 
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A  third  area,  and  my  final  example  of  our  efforts  in  securitization 
is  in  developing  our  market  for  securitization  of  cooperative  hous- 
ing loans.  We  have  been  doing  this  for  about  7  years  now. 

Securitization  has  both  dramatically  improved  the  availability 
and  price  of  credit  to  our  customers  while  helping  us  achieve  a  sus- 
tainable market  position. 

Since  NCB  completed  the  first-ever  securitization  of  any  co-op 
loan  in  1986,  we  have  securitized  over  $700  million  of  cooperative 
housing  loans  benefitting  approximately  100,000  families  nation- 
wide. 

During  the  period  that  we  have  been  securitizing  these  loans, 
rates,  or  the  spreads  have  dropped  by  about  150  basis  points  in  the 
entire  co-op  market.  We  attribute  this  to  securitization.  This 
equates  to  $50  million  in  annual  interest  savings  alone  in  New 
York  City.  These  are  savings  passed  on  to  families  who  live  in  co- 
operative housing  corporations. 

As  an  institution  we  will  be  involved  in  about  $400  million  in 
securitizations  this  year.  That  is  a  very  small  number  by  many  in- 
dustry standards,  but  it  is  rapidly  growing  and  it  is  a  number  that 
we  think  is  significant  as  it  relates  to  these  hearings  today  in  that 
(1)  we  do  not  use  any  Government  agencies  or  conduits  for  these 
securitizations,  nor  do  we  use  any  Government  guarantees  of  any 
of  our  obligations;  and  (2)  the  underlying  assets  are  not  investment 
grade.  Finally,  we  use  cooperative  models  and  serve  cooperative  or- 
ganizations exclusively. 

There  have  been  many  practical  questions  that  have  been  raised 
about  the  securitization  of  small  business  loans.  In  considering 
these  questions,  it  is  important  to  recall  the  securitization  of  non- 
mortgaged  assets  only  began  in  1985.  Auto  loans  were  securitized 
in  1985.  Credit  cards  in  late  1987.  Since  then,  junk  bonds,  LBL 
loans,  equipment  leases,  and  now  small  business  loans. 

I  would  like  to  cite  a  couple  of  recent  examples  of  successful  de- 
velopments in  the  small  business  sector. 

Earlier  in  the  testimony  today  Commissioner  Beese  noted  that 
the  TMS/SBA  Master  Loan  Small  Business  Trust  had  recently  been 
successfully  moved  into  the  public  markets. 

He  also  noted  that  the  Fremont  Master  Trust  which  securitized 
about  $200  million  in  revolving  lines  to  small  businesses  that  could 
not  meet  the  parameters  of  the  SBA  7(a)  program  had  recently 
been  successfully  moved  into  the  public  markets. 

A  third  example  of  securitization  even  more  established  is  in  the 
equipment  leasing  industry.  During  the  last  3  years  there  have 
been  many,  in  excess  of  a  dozen,  successful  securitizations  of  small- 
and  middle-market  business  lease  portfolios  by  leasing  companies 
such  as  Comdisco  and  Copelco. 

A  final  example,  and  one  for  which  we  may  have  a  unique  per- 
spective at  NCB,  is  that  during  the  past  5  years  nearly  three  dozen 
special  purpose  cooperative  corporations  have  been  formed  to  do 
small  business  lending  with  about  20  percent  having  the  express 
goal  of,  and  having  success  in,  accessing  the  capital  markets  using 
securitization  techniques. 

These  corporations  were  formed  and  today  are  owned  by  groups 
of  between  20  and  1,000  small  businesses  in  the  food,  furniture, 
heavy  equipment,  finance,  health  care,  manufacturing,  and  a  num- 
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ber  of  other  industries.  Associated  Grocers  of  Seattle  and  the  Coop- 
erative Association  of  Tractor  Dealers  are  two  examples  of  small 
business  cooperatives  that  have  successfully  accessed  the  capital 
markets  with  asset-backed  securities. 

From  these  examples  I  would  like  to  highlight  two  critical  obser- 
vations: The  first  is  that  most  types  of  small  business  credit  are  be- 
ginning to  be  securitized.  Revolving  lines  of  credit  are  backed  by 
receivables  and  inventory,  intermediate-term  loans,  and  leases. 
Second,  efficient  conduits  must  develop  in  order  to  facilitate 
securitization. 

Furthermore,  cooperatives  are  being  organized  as  conduits  be- 
cause of  their  unique  ability  to  assemble  the  critical  mass  of  infor- 
mation about  small  businesses  so  that  small  businesses  can  realize 
the  benefits  of  securitization. 

So,  is  securitization  of  small  loans  possible?  My  answer  is:  It  cer- 
tainly is. 

Even  absent  legislation,  we  will  see  new  private  conduits  that 
will  succeed  in  securitizing  more  types  of  small  business  loans.  By 
their  success,  they  will  set  standards  that  will  support  further 
securitization  activity  and  broaden  both  the  interest  of  originators 
and  institutional  investors. 

It  is  an  important  part  of  our  plan  at  NCB  to  be  both  an  efficient 
conduit  and  an  investment  banker  to  new  conduits  organized  for 
the  benefit  of  co-ops. 

With  the  above  as  background,  I  endorse  S.384  as  an  appro- 
priate step  on  the  road  to  securitization  of  small  business  loans 
that  will  enable  America's  businesses  to  tap  the  capital  markets 
without  taxpayer  risk  and  with  appropriate  incentives  and,  to  a 
great  extent,  through  our  commercial  banking  system. 

I  also  believe  that  additional  conduits  are  needed  and  will  even- 
tually form  to  assemble  the  critical  mass  of  loans  and  encourage 
standards  throughout  the  process.  New  and  established  co-ops  have 
demonstrated  their  ability  to  be  effective  conduits  and  they  should 
be  further  encouraged  by  making  all  cooperatives  eligible  for  SBA 
7(a)  programs.  Private  cooperatives  organized  by  banks  and  other 
financial  institutions  are  another  promising  conduit. 

We  welcome  the  opportunity  to  use  our  expertise  to  work  with 
both  our  co-op  customers  and  the  financial  community  to  provide 
more  credit  to  the  small  businesses  that  are  the  backbone  of  our 
economy. 

Senator  Bryan.  Thank  you  very  much,  Mr.  Nordholm. 

We  will  call  on  you  next,  Mr.  Zafris,  and  I  make  an  apology  that 
I  need  to  go  to  another  meeting,  but  we  will  certainly  make  note 
of  your  comments.  I  would  ask  my  colleague,  Senator  D'Amato,  if 
he  would  preside  in  my  absence. 

Senator  D'Amato.  Certainly. 

Senator  Bryan.  Thank  you. 

STATEMENT  OF  JAMES  G.  ZAFRIS,  JR.,  CHIEF  EXECUTIVE  OF- 
FICER, DANVERS  SAVINGS  BANK,  ON  BEHALF  OF  THE  SAV- 
INGS &  COMMUNITY  BANKERS  OF  AMERICA,  DANVERS,  MA 

Mr.  Zafris.  Good  morning,  Mr.  Chairman,  Members  of  the  com- 
mittee, I  am  James  G.  Zafris,  Jr.,  president  and  chief  executive  offi- 
cer of  Danvers  Savings  Bank. 
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Danvers  Savings  Bank  is  a  $240  million  community  institution 
headquartered  in  Danvers,  MA. 

I  am  appearing  today  on  behalf  of  the  Savings  &  Community 
Bankers  of  America,  our  national  trade  association  representing 
more  than  2,000  community  lending  institutions. 

I  welcome  the  opportunity  to  share  with  you  some  thoughts  on 
the  likelihood  that  securitization  of  small  business  loans  and 
Federal 

Senator  D'Amato.  Mr.  Zafris,  why  do  you  not  pull  that  micro- 
phone up  a  little  closer  to  you,  and  take  your  time. 

Mr.  Zafris.  Thank  you. 

— and  Federal  support  for  State  Capital  Access  Programs  will 
stimulate  small  business  lending. 

I  have  been  a  small  business  lender  since  the  late  1950's.  I  am 
also  a  former  recipient  of  the  Small  Business  Administration's 
Small  Business  Banker  Advocate  of  the  Year  Award  for  Massachu- 
setts. 

At  our  bank,  we  think  of  ourselves  as  a  small  business  resource 
center.  We  try  to  provide  a  diverse  menu  of  lending  programs  for 
our  customers.  The  Massachusetts  Capital  Access  Program  helps 
us  achieve  this  goal. 

The  program  will  be  very  beneficial  to  small  business  lending  by 
helping  institutions  make  more  loans  to  borrowers  who  might  be 
considered  "on  the  margin." 

Another  key  aspect  of  the  Massachusetts  program  is  that  it  is 
run  by  bankers  for  small  business  persons.  Rather  than  establish- 
ing a  new  bureaucracy  or  looking  to  the  State  agencies  for  help, 
Massachusetts  contracted  with  a  private  agency  to  run  the  pro- 
gram. 

The  program  has  been  well  received  once  people  understand  how 
it  works.  Above  all,  it  is  tightly  targeted  to  small  businesses.  The 
borrower's  sales  cannot  exceed  $5  million.  The  maximum  loan 
amount  is  $500,000.  To  participate  in  the  program,  the  borrower's 
principal  place  of  business  must  be  in  Massachusetts,  and  the  loan 
proceeds  must  be  designated  for  use  within  the  State. 

I  am  fully  and  wholeheartedly  supportive  of  the  Small  Business 
Capital  Enhancement  Act  of  1993,  S.  478,  which  the  committee  is 
now  considering. 

The  $50  million  that  would  be  authorized  under  the  legislation 
to  provide  Federal  support  for  States  that  have  capital  access  pro- 
grams would  be  money  well  spent.  The  threshold  issue  should  be 
whether  those  small  businesses  which  are  to  benefit,  arguably 
those  unable  to  obtain  credit,  will  in  fact  be  the  beneficiaries  of 
such  new  legislation. 

In  my  opinion,  the  Small  Business  Capital  Access  Enhancement 
Act  unquestionably  meets  that  test.  The  bill  will  not  be  a  cure-all 
for  our  region's  economic  growth,  but  it  will  foster  lending  and  ulti- 
mately increase  employment. 

Local  communities  can  only  be  helped  by  experiments  in  making 
other  types  of  loan  programs  available  in  the  marketplace.  A  vari- 
ety of  resources  made  available  to  community-based  institutions 
can  help  them  reduce  risk  and  provides  alternatives  to  smaller 
companies  to  find  more  creative  ways  to  finance  their  businesses. 
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Many,  including  myself,  have  high  hopes  that  the  capital  access 
program  will  be  one  more  item  in  our  tool  kit  to  help  marginal  but 
still  worthy  borrowers  obtain  credit. 

You  have  also  asked  me  to  provide  some  comments  on  the  sec- 
ondary market.  I  have  long  been  a  strong  advocate  for  good,  sound, 
profitable  secondary  markets  for  small  business  loans. 

The  Dan  vers  Savings  Bank,  with  our  SBA-guaranteed  loans, 
through  the  secondary  market  stretches  our  resources  further  than 
otherwise  possible,  re-lending  dollars  to  get  maximum  efficiency, 
making  more  loans  more  cheaply  and  more  profitably. 

Local  communities  could  be  significantly  helped  through  the  cre- 
ation of  a  secondary  market  for  non-guaranteed  small  business  and 
commercial  loans. 

Any  time  that  you  provide  an  incentive  to  lend  because  an  insti- 
tution has  a  way  to  lay  off  the  credit  to  the  secondary  market,  you 
provide  liquidity  to  that  institution. 

These  benefits  are  not  likely  to  be  fully  realized,  however,  unless 
major  impediments  are  overcome  in  standardizing  small  business 
loan  originations,  sales,  and  pooling  for  investor  security  interests. 
The  removal  of  these  regulatory  and  legislative  impediments  to 
small  business  loan  originations  would  significantly  improve  the 
ability  of  banks  and  thrifts  to  originate  more  small  business  loans. 
The  Small  Business  Loan  Securitization  and  Secondary  Market  En- 
hancement Act  of  1993,  sponsored  by  you,  Senator,  attempts  to  ad- 
dress these  concerns. 

Several  cautionary  notes,  however,  need  to  be  made: 

First  and  perhaps  foremost,  small  business  loans  are  not  like 
home  mortgages.  That  has  been  said  earlier  this  morning.  The  un- 
derwriting characteristics  for  small-  and  medium-sized  business 
loans  represent  a  great  departure  from  the  traditional  underwrit- 
ing standards  applied  to  home  mortgages  which  tend  to  be  fairly 
homogeneous. 

Second,  many  small  business  loans  may  not  be  suitable  for  sale 
in  the  secondary  market  because  of  the  perpetual  fluid  movement 
involved  in  the  commercial  lending  relationship.  A  lot  of  refinanc- 
ing and  restructuring  takes  place,  and  this  tends  to  be  positive. 
Lenders  want  to  be  able  to  respond  to  borrowers'  changing  needs 
and  do  not  want  to  limit  flexibility  that  may  be  needed  for  the  bor- 
rower's company  to  prosper. 

As  an  aside,  I  will  simply  mention  that  our  bank  has  made  $28 
million  in  SBA-guaranteed  loans  within  the  last  3  or  4  years,  and 
we  are  very  active  in  the  SBA  secondary  market,  which  we  have 
found  to  be  very  profitable. 

Third,  considerable  thought  should  be  given  to  what  types  of 
small  business  loans  can  be  appropriately  packaged  in  the  second- 
ary market.  For  investors,  the  most  attractive  loans  may  be  those 
that  will  be  paid  down  over  a  2-  to  3-year  or  longer  period  of  time. 

Fourth,  moving  a  small  business  loan  out  of  the  portfolio  may  be 
difficult  to  do  in  good  conscience,  since  the  originators  control  of 
the  relationship  could  be  compromised. 

A  good  small  business  loan,  as  most  of  ours  are,  is  like  a  good 
marriage.  Occasionally  problems  crop  up.  But  there  are  also  a  lot 
of  opportunities  for  give  and  take  because  both  sides  want  to  see 


32 

the  relationship  work.  We  feel  a  definite  loyalty  and  commitment 
to  our  customers,  and  we  think  that  it  is  reciprocated. 

Finally,  the  most  valuable  result  of  establishing  a  secondary 
market  in  terms  of  loans  would  be  the  development  of  a  standard- 
ized but  flexible — and  I  would  emphasize  flexible — set  of  documents 
for  underwriting,  originating,  and  servicing  these  loans  for  poten- 
tial subsequent  sale. 

Not  all  loans  will  work  in  a  secondary  market,  but  the  recycling 
of  credit  capacity  from  the  sale  of  those  that  do  will  definitely  help. 

Mr.  Chairman,  in  conclusion,  small  business  lending  is  at  the 
core  of  American  job  creation. 

I  hope  that  Congress  will  quickly  reach  a  consensus  and  pass 
this  small  business  lending  package.  It  would  help  stimulate  small 
business  lending,  and  it  would  include  Chairman  Riegle's  bill  to 
help  States  with  capital  access  programs. 

While  I  am  a  strong  supporter  of  a  secondary  market  for  small 
business  loans,  Congress  should  not  do  anything  that  could  inad- 
vertently weaken  the  market  position  of  banks  and  thrifts,  the  pri- 
mary source  of  small  business  credit  for  the  foreseeable  future. 

Savings  &  Community  Bankers  of  America  appreciates  the  op- 
portunity to  share  our  thoughts  and  experiences  with  you  and  your 
colleagues.  I  would  be  happy  to  answer  any  questions  that  you 
might  have. 

Senator  D'Amato  [Presiding].  Well,  let  us  start  with  you,  Mr. 
Zafris.  If  these  provisions  were  to  be  enacted  into  law  lifting  some 
of  these  restrictions  and  impediments  to  securitization,  would  that 
not  give  banks  a  greater  opportunity  to  loan  to  small  businesses? 

Mr.  Zafris.  Yes.  I  think  it  would,  Senator. 

I  think  we  should  also  keep  in  mind,  when  developing  and  struc- 
turing this  legislation,  that  in  a  sense  there  are  two  tiers  of  small 
businesses  and  really  two  tiers  of  banks.  You  know,  some  of  us  play 
in  Fenway  Park,  and  some  of  us  play  in  the  sand  lot. 

Smaller  loans — and  this  has  been  mentioned  by  some  of  my  col- 
leagues on  the  panel  this  morning — really  are  loans  to  companies 
with  sales  of  $10  million  and  under  and  frequently  need  to  be  refi- 
nanced and  restructured.  There  is  a  lot  of  give-and-take.  And  those 
loans  may  not  be  as  suitable  for  sale  in  the  secondary  market  as 
loans  to  companies  who  are  better  established  with  a  higher  sales 
volume  and  for  whom  term  credit  may  be  more  appropriate.  But 
the  concept  is  obviously  one  that  makes  a  great  deal  of  sense  and 
I  support  it. 

Senator  D'Amato.  Let  me  say  to  Mr.  Yingling,  I  want  to  thank 
you  and  your  staff  for  their  participation  in  helping  us  identify 
some  of  the  problems.  As  a  result  of  that,  over  a  period  of  time,  I 
think  we  have  been  able  to  make  substantial  progress  as  you  have 
indicated. 

In  your  testimony  on  page  8  you  indicate,  and  I  quote: 

The  most  important  provision  for  commercial  banks  in  S.  384  is  the  capital  provi- 
sions with  respect  to  loans  sold  with  certain  rights  of  recourse. 

I  would  like  you  to  explain  why  the  capital  provisions  are  so  im- 
portant, and  then  ask  your  colleagues  at  the  panel  if  they  agree. 

Mr.  Yingling.  Well,  Senator  D'Amato,  they  are  very  important. 

First  let  me  say  that  the  banking  industry  wants  strong  capital 
rules.  I  know  you  do,  and  I  know  all  the  Members  of  the  committee 
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want  to  have  strong  capital  rules.  So  we  all  have  the  same  goal 
here.  We  do  not  want  to  undermine  safety  and  soundness. 

But  the  key  purpose  of  your  bill  is  to  enable  lenders  to  securitize, 
and  that  means  to  get  loans  off  their  books.  The  reason  that  banks 
want  to  securitize  is  to  get  the  loans  off  their  books — and  that 
means  not  hold  capital  against  your  loans. 

Capital  is  a  cost.  It  is  a  cost  of  making  those  loans,  like  any  other 
cost.  Now  that  does  not  mean  that  if  we  have  recourse  you  should 
not  have  some  kind  of  reserve,  and/or  some  kind  of  capital  against 
it  to  ensure  safety  and  soundness,  but  if  there  is  too  high  a  capital 
cost — and  here  is  an  important  addition — if  there  is  uncertainty 
about  what  the  capital  rules  are  going  to  be  in  the  future,  then 
banks  simply  will  not  sell  into  the  secondary  market.  It  will  not 
make  any  sense  for  them. 

In  a  way — and  I  am  oversimplifying — but  in  a  way  they  would 
be  giving  up  the  income  stream  but  keeping  the  cost. 

So  the  answer  is  that  if  we  do  not  reach  a  workable  solution — 
and  I  believe  under  your  leadership  we  will — the  bill  will  not  be  as 
effective  because  banks  will  not  be  able  to  sell  into  the  secondary 
market.  It  simply  will  not  make  sense  for  them. 

I  would  also  mention  that  there  is  a  competitive  issue  here.  We 
are  competing  against  many  other  types  of  non-banks  in  this  mar- 
ket. If  we  have  capital  rules  that  prevent  us  from  competing  on  a 
fair  basis — and  this  was  touched  on  in  the  earlier  panel — it  will  un- 
dermine the  banking  industry's  competitiveness,  and  that  is  not 
good  for  the  country,  either. 

Senator  Bryan.  Mr.  Nordholm,  would  you  like  to  comment? 

Mr.  Nordholm.  I  believe  the  capital  rules  are  critical  to  this  dis- 
cussion. As  has  been  emphasized,  small  business  loans  have  many 
different  risk  characteristics,  and  coming  up  with  our  reserve  is  a 
challenging  exercise.  Over  time,  however,  I  believe  that  this  issue 
will  settle  itself  in  that  there  is  a  more  liquid  and  a  more  fluid  sec- 
ondary market  for  small  business  loans  to  develop. 

Senator  D'Amato.  How  long  a  period  of  time  do  you  see  it  would 
take? 

If  we  were  to  lift  these  restrictions  now  and  come  to  some  resolu- 
tion as  it  relates  to  the  amount  of  capital  that  should  be  kept  for 
those  loans  that  have  recourse,  which  I  think  we  are  going  to 
reach — and  this  I  know  is  a  more  difficult  question — but  how  long 
a  period  of  time  do  you  think  it  would  take  before  you  began  to  es- 
tablish some  degree  of  a  secondary  market  where  banks  could 
begin  to  pool  and  sell  these  loans? 

Mr.  Nordholm.  I  do  not  think  it  would  take  long,  at  all.  I  think 
within  6  months  we  would  see  an  increase  in  the  activity. 

Regarding  the  capital  provisions,  over  time  however— and  I  am 
thinking  possibly  3  to  5  years — as  more  and  more  securitization  of 
small  business  loans  is  completed,  the  history  of  those  loans,  the 
performance  of  these  pools  will  become  demonstrated. 

As  that  happens,  it  will  enable  banks,  as  has  recently  been  dem- 
onstrated in  the  public  markets  by  finance  companies,  it  will  en- 
able them  to  sell  the  recourse  or  the  piece,  or  the  at-risk  portion 
of  that  loan,  thereby  eliminating  capital  requirements. 

We  recently  had  the  experience  of  completing  a  couple  of  public 
transactions  of  a  new  form  of  security.  Within  3  months  we  were 
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able  to  essentially  develop  a  market  to  find  an  investor  interested 
in  taking  the  pieces,  thereby  removing  the  risk  from  our  balance 
sheet  entirely. 

The  performance  statistics  have  to  be  developed  to  support  it. 

Senator  Bryan.  Mr.  Zafris. 

Mr.  Zafris.  I  would  agree  with  my  two  colleagues.  I  do  not  think 
it  would  take  too  long  for  the  secondary  market  to  begin  to  develop. 
I  think  there  would  be  a  period  of  sort  of  touching  and  feeling  our 
way  down  that  darkened  corridor  to  select  those  loans  which  seem 
most  appropriate  for  sale  in  the  secondary  market. 

As  I  had  mentioned  earlier,  there  will  be  some  banks  who  will, 
by  the  nature  of  their  operations,  will  be  more  natural  sellers  into 
that  secondary  market  than  perhaps  smaller  community  banks 
that  are  dealing  with  the  smaller  customers  for  whom  that  vehicle 
may  not  be  quite  as  appropriate.  But  clearly  I  do  not  think  there 
would  be  a  long  time  frame  to  pull  that  market  together. 

Senator  D'Amato.  Ed. 

Mr.  Yingling.  Senator,  in  talking  to  some  of  the  bankers,  there 
are  some  loans  and  loan  pools  out  there  that  would  be  ready  to  go 
if  it  were  not  for  the  capital  problem.  So  I  think  you  would  see — 
I  am  not  saying  it  is  a  huge  amount — but  there  are  some  right 
there  that  are  being  inhibited  by  the  capital  rules. 

As  the  previous  panel  said,  and  now  everybody  agrees,  the  cur- 
rent capital  rules  are  too  restrictive — so  I  think  you  would  see 
some  immediate  help.  Further  out,  I  do  not  think  we  quite  know. 
But  the  beauty  of  your  bill  is  you  are  removing  impediments  that 
do  not  need  to  be  there,  and  leaving  it  up  to  the  marketplace,  and 
so  many  exciting  things  could  happen  in  some  areas,  and  in  some 
other  areas  I  do  not  think  it  would  be  securitized. 

Senator  D'Amato.  I  think  you  have  all  touched  on  that.  Mr. 
Zafris  has  indicated  initially  that  you  do  not  want  to  begin  to  re- 
strict flexibility  and  become  too  rigid.  I  think  it  has  to  be  a  function 
of  the  marketplace  and,  over  a  period  of  time  it  would  take  maybe 
3  to  5  years  before  you  would  be  able  to  develop  the  kinds  of  stand- 
ards based  upon  real  experience  that  would  give  further  enhance- 
ment to  the  whole  area. 

Let  me  ask  you  one  final  question,  and  thank  you  for  your  par- 
ticipation not  only  today  but  over  a  period  of  time,  all  of  you.  Are 
there  any  other  impediments  to  the  securitization  that  Congress 
should  address  that  we  have  not  looked  at? 

Mr.  Nordholm. 

Mr.  Nordholm.  Earlier  today  the  matter  of  interstate  banking 
was  raised,  and  I  do  not  want  to  suggest  that  I  have  an  opinion 
that  touches  on  all  the  ramifications  of  interstate  banking,  but  one 
of  the  benefits  relative  to  this  discussion  is  the  ability  of  a  lender 
or  a  commercial  bank  to  be  focused  on  small  businesses  and  similar 
industry  sectors  over  a  broader  geographic  region  would  support 
securitization  of  more  small  business  loans. 

Senator  D'Amato.  Mr.  Zafris. 

Mr.  Zafris.  I  look  upon  community  banks  that  I  represent  as 
being  laboratories  of  a  sort.  We  have  a  number  of  tools,  and  this 
is  one  more  tool.  It  is  another  link  in  the  chain. 
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Small  business  lending  is  a  very  unique  kind  of  activity.  There 
is  a  lot  of  pasting  and  sticking  and  a  lot  of  glue  and  Scotch  Tape 
that  is  used  sometimes  to  put  tnese  deals  together. 

It  is  much  harder  in  a  sense,  Senator,  to  make  a  $100,000  loan 
to  a  relatively  new  and  somewhat  leveraged  small  company  than 
it  is  to  loan  $10  million  to  a  national  concern.  So  part  of  the  advan- 
tage, or  one  of  the  advantages  of  having  this  kind  of  legislation  is 
you  put  one  more  tool  into  the  hands  of  the  committed  small  busi- 
ness lenders.  Whenever  you  do  that,  you  have  improved  the  envi- 
ronment and  you  have  improved  the  prospects  for  capital  getting 
into  the  small  business  community. 

Senator  D'Amato.  Now  before  I  ask  Ed  for  his  comment,  I  just 
have  to  share  a  story.  I  do  not  know  how  many  times  you  have 
heard  this  story,  but  I  see  businesses  that  are  profitable  that  are 
making  money  and  have  made  money  every  year  that  are  in  some 
cases  the  leader  in  the  Nation  in  terms  of  the  product  that  they 
develop  or  sell,  or  the  supplies  or  the  materials  that  they  make 
available — and  they  have  difficulty  getting  credit. 

In  other  words,  when  the  premium  AAA  small  businesses,  have 
difficulty  getting  credit,  then  I  say  as  it  relates  to  those  that  are 
marginal,  that  are  successful,  or  have  potential,  it  is  impossible  to 
get  credit. 

I  see  us  unduly  restricting  credit — and  I  do  not  blame  bankers 
when  they  have  to  meet  certain  regulatory  and  performance  stand- 
ards when,  they  cannot  make  a  loan  to  a  less  successful  company 
than  the  ones  I  gave  as  an  example,  I  know  two  companies  in  my 
own  community,  two  in  my  own  backyard,  one  that  I  grew  up  with, 
the  most  successful  marine  hardware  store  in  all  of  Long  Island, 
who  have  trouble  getting  credit. 

They  have  about  100  employees  working  for  them,  and  have 
made  profits  every  single  year  for  20  years.  The  difficulties  they 
had  in  obtaining  credit — this  is  a  cyclical  business.  So  they  have  to 
put  out  millions  of  dollars  to  have  inventory  on  hand  during  the 
boating  season. 

If  they  don't  have  adequate  credit,  they  just  simply  cannot  con- 
tinue. When  they  are  forced  to  pledge  as  security  all  of  their  assets, 
including  the  building,  to  get  an  operating  line  of  credit,  it  makes 
it  impossible  to  expand  your  business. 

What  about  those  businesses  that  do  not  have  a  history  of  20- 
plus  years  of  profit  and  success  every  single  year?  Why  are  banks 
not  loaning  to  this  kind  of  individual?  Because  of  the  capital  re- 
quirements. Because  they  can't  go  out  and  sell  this  loan;  because 
they  then  have  a  return  of  8.5  percent  with  no  capital  requirements 
whatsoever.  Banks  can  just  buy  a  nice  Government  security,  sit 
back,  and  not  have  a  regulator  question  the  soundness  of  that  loan. 

So  we  are  caught  in  a  vicious  cycle.  I  do  not  put  everyone  in  that 
category,  but  this  is  the  kind  of  thing  that  takes  place.  So  if  they 
are  having  difficulty,  and  then  if  the  most  successful  vendor  of  gum 
balls  in  the  country,  another  company  this  one  in  Ocean  Side,  a 
community  close  to  where  I  live — I  draw  these  by  way  of  anecdotal 
experiences — and  they  go  through  laborious  hoops  to  get  credit,  we 
are  talking  about  a  company  that  does  over  $30  million  a  year  in 
sales  and  employs  hundreds  of  people.  Again,  it  is  profitable.  And 
they  can't  get  loans. 
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Then  we  wonder  why  there  is  no  rebounding  in  this  economy. 
That  suggests—and  maybe  this  is  an  oversimplification — that  if  we 
could  get  credit  to  credit-worthy  people  without  this  undue  tortuous 
procedure  that  we  put  both  the  lending  institutions  and  the  poten- 
tial customer  through — I  do  not  fault  the  banks,  if  you  have  to  hear 
the  litany  of  why  these  loans  are  unattractive  in  today's  climate, 
you  know,  you  cannot  come  down  on  them. 

I  am  talking  about  the  people  in  the  institutions  who  have  barely 
escaped  being  closed  down  in  some  cases,  and  they  do  not  want  to 
go  through  that  again. 

Then  you  have  a  regulator  who  is  concerned  that  he  does  not 
want  to  have  someone  pointing  at  him  saying  "why  were  you  not 
there?"  "Why  were  you  not  supervising  this  loan?"  So  we  have  got 
this  Catch-22  situation. 

It  just  seems  to  me  that  maybe  we  can  cut  through  some  of  that, 
free  the  marketplace  up  to  do  what  it  can,  and  still  do  it  within 
the  boundaries  of  safety  and  soundness. 

Ed,  do  you  have  any  final  wrapup  on  this? 

Mr.  Yingling.  Well,  I  have  a  couple  of  reactions,  if  I  could  broad- 
en your  initial  question  just  slightly. 

Senator  D'Amato.  Certainly. 

Mr.  Yingling.  One  of  the  great  ironies  here  is  that  bankers  want 
to  make  loans,  and  particularly  small  business  loans.  Every  banker 
will  tell  you  that  they  do  not  make  money  on  bonds.  To  use  a 
sports  analogy,  a  bond  is  a  field  goal  and  you  do  not  win  games 
by  kicking  field  goals.  You  want  to  score  touchdowns,  and  small 
business  lending  is  the  touchdown  for  the  banking  industry. 

I  attended  the  hearing  yesterday  and  the  hearing  today,  and  I 
will  just  say  the  discussion  has  been  terrific.  I  think  there  are  a 
lot  of  good  ideas  before  this  committee,  and  there  are  some  great 
opportunities  here  to  develop  legislation  which  can  encourage  cred- 
it and  encourage  the  economy  and  accomplish  a  lot  with  Tittle  or 
no  cost  to  the  taxpayers. 

That  is  the  amazing  thing.  None  of  these  programs  we've  talked 
about  over  the  last  few  days  have  big  dollar  tags  to  them,  and  yet 
they  could  have  a  real  impact. 

There  are  a  couple  of  things  outside  the  bills  before  us  today  that 
have  been  touched  on. 

Certainly  the  Small  Business  Administration  is  an  area  that  the 
banking  industry  believes  has  great  utility,  and  is  something  that 
we  ought  to  continue  to  look  at.  There  are  budget  problems  there 
that  have  kept  it  under  wraps,  but  we  really  believe  the  SBA  is  an 
area  that  can  be  very  helpful. 

Certainly  you  have  been  a  leader  and  other  Senators — Senator 
Mack  and  Senator  Shelby  and  others — in  looking  at  regulatory  is- 
sues, and  how  we  can  review  the  laws  to  see  what  can  be  done 
without  undermining  safety  and  soundness,  without  undermining 
consumer  protections,  without  undermining  CRA — what  can  be 
done  to  encourage  lending?  That  is  another  area. 

With  respect  to  your  question  about  the  secondary  market,  we 
are  not  aware  of  anything  that  you  have  not  included  in  your  bill 
at  this  point.  I  am  sure  other  things  will  come  up,  and  it  is  some- 
thing we  will  need  to  review,  but  your  bill  gets  to  the  main  things 
that  are  inhibiting  the  secondary  market  at  this  point. 
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Senator  D'Amato.  Well,  I  want  to  thank  the  panel  for  your  par- 
ticipation. We  look  forward  to  a  continued  operation. 

Mr.  Nordholm,  you  have  really  pointed  out  some  very  interesting 
factors  that  certainly  I  wasn't  aware  of  until  I  had  an  opportunity 
to  look  at  your  testimony. 

Mr.  Zafris,  thank  you  very  much. 

We  stand  in  recess. 

[Whereupon,  at  12:05  p.m.,  the  hearing  was  adjourned.] 

[Prepared  statements,  response  to  questions  and  additional  mate- 
rial supplied  for  the  record  follow:] 

STATEMENT  OF  SENATOR  DONALD  W.  RffiGLE,  JR. 

This  morning  the  Committee  will  conduct  a  hearing  on  the  number  of  small  busi- 
ness initiatives  focusing  primarily  on  Senator  D'Amato's  small  business  loan 
securitization  proposal.  The  American  economy  remains  stuck  in  low  gear.  Each 
piece  of  encouraging  economic  news  seems  to  be  followed  by  an  offsetting,  dis- 
appointing item.  Large  corporations  are  trimming  their  workforces,  in  order  to  in- 
crease their  competitiveness.  Most  of  the  job  growth  in  our  economy  over  the  past 
few  years  has  come  from  small  businesses. 

For  this  reason,  a  number  of  ideas  have  been  proposed  to  promote  investment  in, 
and  lending  to,  small  businesses.  America's  small  businesses  must  have  access  to 
the  capital  and  credit  they  need  to  grow.  The  Clinton  Administration's  community 
development  bank  proposal,  which  this  Committee  considered  at  a  hearing  yester- 
day, is  one  idea  that  should  promote  small  businesses. 

Of  course,  the  community  development  bank  proposal  cannot  by  itself  solve  the 
needs  of  America's  small  businesses;  no  single  step  can.  There  are  several  pieces  of 
legislation  pending  before  the  Committee  that  are  designed  to  promote  small  busi- 
ness capital  formation.  Today,  the  Committee  will  consider  the  Small  Business  Loan 
Securitization  and  Secondary  Market  Enhancement  Act;  the  Small  Business  Capital 
Enhancement  Act;  and  the  Small  Business  Incentive  Act. 

"Securitization"  refers  to  pooling  loans  or  other  assets  and  issuing  securities  rep- 
resenting interests  in  that  pool.  In  1984,  Congress  passed  a  law  that  fostered  the 
securitization  of  home  mortgages.  Securitization  of  residential  mortgages  has  ex- 
panded the  amount  of  capital  available  for  home  buyers,  lowering  mortgage  rates 
and  ensuring  a  continuous  supply. 

This  morning's  hearing  will  focus  on  Senator  D'Amato's  small  business  loan 
securitization  proposal.  Senator  D'Amato  deserves  a  great  deal  of  credit  for  putting 
forward  the  idea  of  facilitating  the  securitization  of  small  business  loans.  At  a  Secu- 
rities Subcommittee  hearing  on  this  topic  earlier  this  year,  I  expressed  my  support 
for  this  concept.  Our  staffs  have  been  working  together  in  a  bipartisan  fashion  to 
improve  the  bill.  I  believe  Senator  D'Amato  and  I  share  the  goal  of  facilitating 
securitization  of  small  business  loans  while  maintaining  bank  safety  and  soundness. 
I  think  we  are  close  to  a  resolution  of  this  issue  and  I  anticipate  the  Committee 
will  take  action  on  the  Administration's  Community  Development  Bank  proposal 
and  our  small  business  initiatives  shortly. 

Today  we  will  also  consider  the  Capital  Enhancement  Act,  which  I  introduced 
with  Senators  Dodd  and  Lieberman,  and  the  Incentive  Act,  which  Senator  Dodd  in- 
troduced at  the  request  of  the  SEC.  The  first  provides  Federal  matching  funds  for 
State  Capital  Access  Programs.  From  their  start  in  Michigan  in  1986,  Capital  Ac- 
cess Programs  have  spread  to  11  states,  including  Utah,  Connecticut,  and  Massa- 
chusetts. The  Programs  encourage  banks  to  make  small  business  loans  they  might 
not  otherwise  make.  The  bank  and  the  borrower  each  contribute  to  a  loss  reserve 
fund.  The  State  then  matches  that  contribution.  The  bill  authorizes  $50  million  in 
Federal  funds  to  match  State  contributions  to  Capital  Access  Programs.  This  will 
help  States  that  already  have  such  Programs  and  encourage  other  States  to  adopt 
such  Programs. 

The  Incentive  Act  will  enable  more  small  companies  to  raise  capital  by  issuing 
securities.  The  bill  would  increase  from  $5  million  to  $10  million  the  SEC's  author- 
ity to  exempt  public  offerings  of  securities  from  the  registration  and  disclosure  pro- 
visions of  the  Federal  securities  laws.  The  bill  also  makes  it  easier  for  different 
types  of  investment  funds  to  invest  in  small  businesses. 

This  is  our  second  hearing  on  these  pieces  of  legislation.  Unfortunately,  I  must 
attend  another  meeting  this  morning.  I  thank  our  witnesses  for  their  assistance. 
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STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Let  me  thank  Chairman  Riegle  for  holding  this  hearing  on  the  "Small  Business 
Loan  Securitization  and  Secondary  Market  Enhancement  Act,"  the  "Small  Business 
Capital  Enhancement  Act,"  and  the  "Small  Business  Incentive  Act."  I  am  a  cospon- 
sor  of  the  first  bill  I  mentioned,  which  was  introduced  by  Senator  D'Amato.  I  also 
cosponsored  the  second  bill,  which  was  introduced  by  Chairman  Riegle.  I  introduced 
the  third  bill,  which  the  Chairman,  as  well  as  Senator  D'Amato  and  others,  also  co- 
sponsored. 

With  all  of  this  support,  as  well  as  the  support  of  many  of  our  colleagues,  I  hope 
we  can  move  to  a  markup  of  these  bills  soon. 

These  are  three  different  measures  with  one  common  objective:  to  increase  the 
flow  of  capital  to  the  small  businesses  of  this  Nation.  In  my  view,  this  is  one  of  the 
most  important  legislative  efforts  we  can  undertake.  We  simply  must  have  a  strong 
and  growing  small  business  sector  to  create  the  jobs  that  are  so  desperately  needed 
in  this  country. 

Over  the  past  four  years,  the  New  England  region  suffered  from  the  longest  and 
deepest  recession  since  the  Great  Depression  of  the  1930s.  In  Connecticut,  the  reces- 
sion has  claimed  one  of  every  eight  jobs — over  200,000  jobs  have  been  lost. 

Sixty  percent  of  all  Connecticut  businesses  responding  to  a  survey  earlier  this 
year  reported  credit  availability  problems  in  their  industries.  Good,  sound  busi- 
nesses in  my  State  have  had  to  forego  opportunities  for  expansion  and  job  creation, 
simply  because  the  capital  was  not  available.  Others  have  had  to  shrink  their  oper- 
ations and  lay  off  good  workers;  still  others  have  gone  bankrupt. 

This  problem  has  been  especially  severe  for  small  businesses,  which  traditionally 
have  relied  on  bank  loans  for  their  financing  needs.  Ninety-eight  percent  of  all  firms 
in  Connecticut  employ  less  than  100  people;  eighty-seven  percent  have  fewer  than 
20  workers.  These  small  businesses  have  been  the  primary  source  of  economic 
growth  and  job  creation  in  this  country  in  the  past. 

Yet,  over  the  past  four  years,  I  talked  with  small  business  owners  in  my  State 
who  had  gone  to  bank  after  bank,  and  were  turned  down  time  after  time. 

The  "Small  Business  Incentive  Act  of  1993,"  which  I  introduced  with  Chairman 
Riegle,  Senator  D'Amato,  and  Senators  Bryan,  Kerry,  Domenici  and  Mack,  is  part 
of  a  broader  effort  to  help  small  businesses  get  the  capital  they  need  to  put  people 
back  to  work.  The  bill  will  reduce  the  regulatory  burdens  on  venture  capital  funds, 
business  development  companies  and  other  financing  vehicles  that  supplement,  or 
serve  as  alternatives  to,  bank  lending. 

Senator  D'Amato's  bill,  the  "Small  Business  Loan  Securitization  Act,"  is  another 
part  of  that  effort.  It  is  designed  to  help  banks  tap  the  public  securities  markets 
to  replenish  the  funds  they  loan  to  small  businesses.  I  know  some  of  the  witnesses 
have  taken  issue  with  provisions  of  the  bill  dealing  with  capital  requirements.  I 
want  to  urge  the  Treasury  and  the  Federal  Reserve  to  continue  working  with  Sen- 
ator D'Amato  to  come  up  with  a  compromise  that  makes  sense. 

I  also  hope  that,  at  some  point,  the  Committee  will  take  up  one  other  bill  that 
is  not  the  subject  of  this  hearing,  the  "Interstate  Banking  and  Branching  Act." 
We've  got  a  1930s  banking  system  trying  to  deal  with  problems  of  the  1990s.  Inter- 
state branching  is  long  overdue. 

These  measures — the  Small  Business  Incentive  Act,  the  Small  Business  Loan 
Securitization  Bill,  and  the  Interstate  Branching  Bill — cost  taxpayers  nothing.  Each 
of  these  measures  is  intended  to  lower  the  cost  of  capital,  lower  the  costs  of  doing 
business,  and,  ultimately,  lower  costs  to  consumers — with  no  additional  costs  to  the 
taxpayer.  At  a  time  when  we  are  talking  about  reinventing  government  and  reduc- 
ing regulatory  burdens,  these  measures  are  timely  and  appropriate. 

Finally,  let  me  mention  the  "Small  Business  Capital  Enhancement  Act,"  which 
Chairman  Riegle  introduced  and  which  I  cosponsored.  The  bill  would  authorize  a 
modest  level  of  Federal  seed  money,  matched  by  State  funds  and  used  to  establish 
loan  loss  reserve  funds  for  banks  making  small  business  loans.  These  funds  would 
provide  the  leverage  for  potentially  billions  of  dollars  of  loans  to  small  businesses. 

Let  me  again  thank  Chairman  Riegle  for  holding  this  hearing.  I  pledge  to  work 
with  you  on  each  of  these  bills  and  hope  we  can  move  them  through  the  Committee 
later  this  month. 
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STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

I  am  pleased  to  be  here  this  morning  as  the  banking  Committee  reviews  a  number 
of  legislative  initiatives  designed  to  enhance  small  business  access  to  both  loan  and 
investment  capital. 

As  I  stated  at  the  Committee's  March  hearing  on  small  business  lending  and  in- 
vestment issues,  there  is  no  doubt  that  small  businesses  in  general,  and  minority 
and  women-owned  businesses  in  particular,  need  access  to  the  full  range  of  balance 
sheet  financial  instruments — everything  from  equity  to  loans  in  all  of  their  various 
forms. 

I  think  all  three  bills  before  us  today  will  help  small  businesses  obtain  loans  and 
equity  investments;  I  support  all  three  measures. 

I  want  to  reiterate,  however,  that  even  with  enactment  of  these  three  bills,  more 
needs  to  be  done.  We  cannot  afford  to  forget  that  the  banking  industry  is  the  single 
biggest  source  of  small  business  credit.  We  therefore  also  need  to  look  carefully  at 
steps  we  can  take  to  remove  impediments  to  small  business  lending  that  are  not 
necessary  to  ensure  banking  system  safety  and  soundness,  and  to  see  what  can  be 
done  to  ensure  that  banks  have  the  capital  they  need  to  support  the  lending  our 
economy  needs.  After  all,  one  major  cause  of  the  credit  crunch  was  the  fact  that 
banks  had  concentrated  on  improving  their  capitalization,  rather  than  their  lending. 

I  hope,  therefore,  that  whatever  package  we  ultimately  put  together  will  also  con- 
tain provisions  that  will  help  reduce  the  cost  of  originating  small  business  loans  by 
removing  any  unnecessary  regulatory  burdens  that  now  exist. 

I  look  forward  to  prompt  final  Committee  action  on  the  three  bills  before  us  today, 
and  on  other  provisions  that  will  help  bring  more  capital  to  finance  small  business 
creation  and  expansion. 


STATEMENT  OF  SENATOR  JIM  SASSER 

Thank  you  Mr.  Chairman.  I  first  want  to  commend  you  and  Senator  D'Amato  for 
your  leadership  on  this  crucial  issue.  And  I'd  like  to  welcome  our  distinguished  wit- 
nesses— we  have  quite  an  impressive  line-up  before  us  this  morning.  The  impor- 
tance of  this  issue  merits  such  a  distinguished  group. 

This  morning  we  will  receive  testimony  on  several  proposals  with  a  common 
thread — facilitating  the  flow  of  capital  to  small  businesses.  Simply  put,  this  hearing 
is  about  jobs. 

While  our  largest  corporations  have  continued  to  "downsize",  small  businesses 
have  provided  all  of  the  net  job  creation  in  recent  years.  It  is  imperative  that  we 
do  all  we  can  to  make  sure  this  sector  continues  to  create  much  needed  jobs.  The 
unemployment  rate  has  been  falling,  most  recently  to  6.7  percent,  but  it  is  not  fall- 
ing fast  enough. 

I  look  forward  to  working  with  Members  of  the  Committee  and  you  Mr.  Chairman 
as  we  move  ahead  on  these  proposals  for  small  businesses  that  will  put  people  back 
to  work.  Thank  you. 


STATEMENT  OF  FRANK  N.  NEWMAN 
Under  Secretary  of  the  Treasury 

Mr.  Chairman  and  Members  of  the  Committee,  I  appreciate  this  opportunity  to 

g  resent  the  Administration's  views  on  S.  384,  the  Small  Business  Loan 
ecuritization  and  Secondary  Market  Enhancement  Act.  Promoting  the  growth  and 
vitality  of  small  businesses,  as  this  legislation  seeks  to  do,  is  a  major  objective  of 
the  Administration. 

I  would  like  to  commend  Senator  D'Amato  for  his  leadership  in  introducing  S.384. 
He  has  played  a  key  role  in  focusing  attention  on  the  advantages  of  developing  a 
secondary  market  for  small  business  loans,  and  has  worked  constructively  to  remove 
impediments  to  developing  this  market.  I  would  also  like  to  acknowledge  the  con- 
tributions of  other  Members  of  the  Committee,  including  Chairman  Riegle,  who  has 
introduced  the  Small  Business  Capital  Enhancement  Act  of  1993  (S.478),  and  Sen- 
ator Dodd,  who  has  introduced  the  Small  Business  Incentive  Act  of  1993  (S.479). 
As  major  job-creators,  small-  and  medium-sized  businesses  warrant  special  atten- 
tion. We  know  recessions  and  recoveries  can  be  especially  difficult  for  them,  includ- 
ing slow  recoveries  such  as  we  are  having  at  present.  Many  small-  and  medium- 
sized  businesses  do  not  have  the  financial  strength  and  staying  power  of  some  large 
multi-market  and  multi-product  organizations.  As  a  result  they  do  not  have  access 
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to  as  many  sources  of  financing.  Many  small  businesses  lack  a  sufficient  credit  his- 
tory to  get  credit  from  any  but  those  few  lenders  they  have  dealt  with  since  they 
began  operations. 

Lenders  often  fear  that  small  businesses  pose  a  greater  risk  of  loan  default  to  the 
extent  that  they  have  thin  capital,  less  experienced  management,  and  revenue 
sources  limited  to  one  activity.  Lenders  compensate  for  such  risks  in  part  through 
higher  interest  rates.  But  they  also  may  tend  to  sharply  tighten  other  credit  terms 
during  a  recession,  constricting  the  flow  of  credit.  Less  lending  activity  reduces  the 
information  lenders  receive  about  particular  borrowers,  impairing  lenders'  ability  to 
make  skilled  risk  assessments.  Lenders  may  then  remain  reluctant  to  lend  to  small- 
and  medium-sized  businesses  even  after  their  creditworthiness  has  improved,  thus 
perpetuating  problems  of  credit  availability,  particularly  in  fight  of  regulatory  poli- 
cies that  have  prevailed  during  the  past  few  years. 

Given  the  diversity  of  small-  and  medium-sized  businesses  and  their  special  needs 
in  difficult  economic  times,  one  cannot  easily  address  these  needs  with  broad  and 
general  policies  and  programs.  Nor  is  it  clear  that  programs  designed  for  general 
purposes  will  be  as  effective  in  a  slow  economic  recovery.  For  these  reasons,  the  Ad- 
ministration has  implemented  programs  to  deal  with  the  specialized  needs  of  small- 
and  medium-sized  businesses.  These  supplement  the  general  tax  and  economic 
growth  proposals  that  should  benefit  all  businesses  and  the  whole  economy. 

Small  Business  Administration  Program 

One  simple,  effective,  and  relatively  quick  method  of  providing  credit  to  a  special 
class  of  small  businesses  is  through  the  Small  Business  Administration's  (SBA)  sec- 
tion 7(a)  program,  which  guarantees  bank  loans  to  small  businesses  whose  credit 
proposals  have  been  rejected  by  at  least  two  lenders.  Without  the  guarantees,  these 
borrowers  might  not  obtain  any  credit  and  certainly  not  on  as  favorable  conditions 
as  this  program  provides.  Funding  the  7(a)  program  is  part  of  the  Administration's 
economic  stimulus  efforts  directed  at  a  specific  group  of  small  businesses.  In  July, 
the  President  signed  a  supplemental  funding  bill  that  provided  an  additional  $175 
million  for  the  7(a)  program.  This  additional  funding  increased  the  section  7(a) 
budget  authority  to  $372.9  million.  With  this  level  of  funding,  the  SBA  will  be  able 
to  guarantee  $7.8  billion  in  loans  for  fiscal  year  1993.  For  fiscal  year  1994,  the  Sen- 
ate has  approved  $154.8  million  in  funding  which  will  support  approximately  $7.0 
billion  in  lending. 

Other  Efforts  to  Promote  Small  Business  Growth 

I  would  like  to  address  in  more  depth  other  Administration  efforts  to  promote 
small  business  growth.  For  example,  the  President's  National  Economic  Council  has 
established  an  Interagency  Working  Group  on  New  and  Growing  Businesses.  The 
Working  Group  has  been  examining  lending,  investment,  technology,  export  pro- 
motion, and  other  issues,  with  particular  emphasis  on  the  nexus  between  these  is- 
sues and  job  creation,  innovation,  and  economic  growth.  Working  with  this  group, 
the  Treasury  has  been  analyzing  proposals  to  promote  small  business  growth,  from 
the  simple  and  well-understood  to  the  more  theoretical. 

Proposals  under  review  vary  in  their  goals,  from  facilitating  mutual-fund  invest- 
ment in  small  businesses  and  the  development  of  a  secondary  market  for  securitized 
small  business  loans,  to  creating  a  government  sponsored  enterprise  for  small  busi- 
ness loans.  Each  proposal  recognizes  the  benefits  provided  by  the  secondary  markets 
we  already  have  for  such  credits  as  residential  mortgages,  education  loans,  auto- 
mobile loans,  and  credit  card  accounts  receivable,  and  seeks  to  obtain  similar  bene- 
fits through  a  secondary  market  for  small  business  loans. 

S.384 

One  of  the  most  appealing  legislative  approaches  to  expanding  small-  and  me- 
dium-sized business  credit  availability  involves  facilitating  the  development  of  the 
private  secondary  market  for  small  business  loans.  We  have  been  working  closely 
with  Congress  on  securitization  issues  and,  in  particular,  with  Senator  D'Amato  and 
Chairman  Riegle  to  reach  a  common  understanding  on  S.  384. 

I  now  want  to  turn  to  some  of  the  reasons  we  favor  developing  this  market.  I  will 
organize  this  discussion  around  the  questions  the  Committee  asked  us  to  address 
regarding  S.  384. 

l.(a)  Will  S.384  facilitate  the  securitization  of  small  business  loans? 

S.384  seeks  to  remove  legal,  tax,  accounting,  and  other  impediments  to 
securitizing  small-  and  medium-sized  business  loans.  The  statutory  changes  made 
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by  the  legislation  would  create  a  further  incentive  to  develop  a  secondary  market 
for  these  loans.  While  we  have  some  concerns  about  the  bill's  accounting  and  capital 
provisions,  which  I  will  discuss  later,  the  other  proposed  changes  seem  consistent 
with  the  goals  of  the  legislation. 

One  of  the  challenges  of  securitizing  small  business  loans  is  the  diversity  of  their 
credit  terms,  such  as  collateral  requirements  and  repayment  schedules,  which,  in 
turn,  reflect  the  underlying  diversity  of  the  business  activities  being  financed. 
Securitization  works  best  when  it  involves  a  high  volume  of  standardized  loans, 
such  as  for  those  for  single-family  housing,  automobiles,  and  credit-card  purchases. 
These  all  derive  from  financing  specific  types  of  credit  needs.  Small  business  loans 
differ  because  they  represent  the  credit  needs  of  contractors,  manufacturers,  and 
many  other  types  of  entrepreneurs. 

S.  384  will  provide  tax  and  other  advantages  to  financing  a  pool  of  loans  the  un- 
derwriting standards  of  which  can  be  standardized  sufficiently  to  fit  into  a  portfolio. 
Such  standardization  is  important  in  giving  investors  an  understanding  01  the  col- 
lateral and  income  producing  nature  of  the  investment.  The  more  confidence  inves- 
tors have  in  the  credit  quality,  payment  terms,  and  other  features  of  a  securitized 
loan  pool,  the  greater  their  interest  in  investing  in  it.  The  size  of  the  market  for 
securitized  small-  and  medium-sized  business  loans,  as  well  as  the  attractiveness  of 
the  returns  it  will  offer,  depend  on  how  active  primarily  institutional  investors  are 
in  participating  in  the  market. 

l.(b)  Does  access  to  the  capital  markets  through  securitization  have  the 
potential  to  increase  lending  to  small  businesses? 

We  believe  it  has  the  potential,  although  probably  difficult  to  measure  initially, 
because  small-  and  medium-sized  business  loan  originators  can  sell  packages  or 

f tools  of  these  loans  to  investors  as  collateralized  debt  securities,  the  originators  will 
ree  up  resources  that  can  be  used  to  make  more  such  loans.  This  may  increase  the 
credit  available  for  small-  and  medium-sized  business  loans.  By  making  such  loans 
more  liquid,  securitization  may  also  make  them  more  attractive  both  to  originate 
and  to  hold.  We  do  not  believe  that  impediments  to  securitization  are  the  principal 
cause  of  the  lack  of  such  lending.  However,  we  do  believe  that  they  may  be  a  factor 
for  some  lending  and  should  be  corrected. 

At  the  moment  the  financial  system  as  a  whole  has  substantial  liquidity  because 
a  slow  economy  has  slackened  loan  demand.  Thus  the  immediate  benefits  of  increas- 
ing lenders'  liquidity  through  securitization  may  be  limited.  But  as  economic  activity 
accelerates  and  lending  picks  up,  the  potential  benefits  of  securitization  will  in- 
crease. This  still  assumes  that  financial  institutions  can  find  enough  small-  and  me- 
dium-sized business  credits  with  similar  characteristics  to  include  in  a  securitization 
pool. 

Securitization  could  bring  new  sources  of  funds  to  small-  and  medium-sized  busi- 
ness lending.  It  could  enable  investors  who  do  not  lend  directly  to  small  busi- 
nesses— such  as  pension  funds,1  insurance  companies,  trust  departments,  and  other 
institutional  and  private  investors — to  invest  in  small  business  loans  made  by  other 
financial  institutions.  This  large  secondary  market  will  provide  a  potential  source 
of  funds  to  banks  and  other  lenders  who  want  to  sell  their  small-  and  medium-sized 
business  loans  and  use  the  proceeds  to  make  additional  loans. 

Our  response  to  Question  1(d)  is  also  relevant  to  this  discussion. 

l.(c)  Can  greater  access  to  capital  markets  through  securitization  reduce 
the  cost  of  borrowing  for  small  businesses? 

Increasing  the  number  of  participants  in  a  market  has  the  potential  to  increase 
competition  and  reduce  prices,  or  interest  rates  in  this  instance.  Small-  and  me- 
dium-sized business  borrowers  pay  higher  interest  rates  for  credit,  in  part,  because 
their  loans  are  illiquid.  In  making  loans  that  do  not  have  a  secondary  market,  lend- 
ers sacrifice  flexibility  and  tend  to  price  their  services  accordingly. 

If  an  active  secondary  market  for  small-  and  medium-sized  business  loans  existed, 
interest  rates  in  that  market  would  influence  rates  in  the  loan  origination  market. 
If  rates  and  yields  were  high  in  the  securitized  loan  market,  banks  and  other  loan 
originators  would  be  eager  to  have  more  loans  to  sell.  They  would  signal  this  inter- 
est to  borrowers  by  slightly  lowering  their  interest  rates  to  them,  inviting  borrowers 
to  seek  more  credit.  The  lenders  would  know  they  could  make  up  for  thelower  rates 
charged  borrowers  from  those  reflected  in  the  selling  price  of  loans  sold  to  the  sec- 
ondary market. 


xThe  Department  of  Labor  has  raised  concerns  about  section  9  of  S.  384,  which  addresses  the 
ability  of  pension  plans  to  invest  in  small  business  related  securities.  We  understand  the  Sec- 
retary of  Labor  will  send  a  letter  to  Senator  D'Amato  on  this  issue. 
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l.(d)  Would  securitization  enable  financial  institutions  to  originate  loans 
to  greater  numbers  of  small  businesses? 

Selling  loans  into  a  secondary  market  and  using  the  funds  received  to  make  more 
loans,  would  certainly  enable  some  financial  institutions  to  increase  their  lending. 
That  is  the  purpose  in  having  a  secondary  market,  and  S.  384  could  achieve  this  ob- 
jective, if  it  facilitates  an  expanded  market  for  small-  and  medium-sized  business 
loans  and  these  loans  are  competitively  attractive  investments. 

For  those  small-  and  medium-sized  business  loans  that  can  be  purchased  or 
pooled  for  securitization,  the  market  could  be  expanded.  Securitization  would  pro- 
vide standardized  terms  and  other  features  that  investors  can  rely  on  in  purchasing 
the  securitized  debt  instruments.  This  should  make  these  types  of  loans  more  at- 
tractive to  banks  and  loan  originators  who  know  they  can  sell  them  in  the  secondary 
market,  if  they  need  liquidity.  Every  borrower,  lender,  and  investor  would  favor 
these  types  of  credits  over  less  liquid  loans  and  investments.  Bankers  and  other 
loan  originators  would  have  a  much  greater  incentive  to  make  small-  and  medium- 
sized  business  loans  that  qualify  for  the  secondary  market. 

As  economic  activity  accelerates,  a  more  active  secondary  market  for  small-  and 
medium-sized  business  loans  could  assist  financial  institutions  throughout  the  na- 
tional economy.  Institutions  in  fast  growing  regions  could  originate  loans,  sell  them 
in  the  secondary  market,  and  use  the  funds  received  to  make  more  loans.  Financial 
institutions  in  slower  growing  regions  that  need  assets  to  invest  in  could  purchase 
secondary  market  securitized  debt  from  institutions  in  faster-growing  areas.  This 
could  create  a  national  market  for  small-  and  medium-sized  business  loans,  to  the 
advantage  of  the  participants  and  the  national  economy. 

2.  Is  S.384  consistent  witb  the  safe  and  sound  operation  of  the  banking 
system? 

When  loans  are  sold  into  the  secondary  market  for  securitization,  securitizers  in- 
sist that  sellers  remain  at  risk  for  some  agreed-upon  portion  of  any  loss  sustained 
on  the  loans.  This  recourse  encourages  sellers  to  accurately  appraise  the  risk  of  the 
credits  they  provide  for  securitization,  and  it  provides  a  credit  enhancement  for  the 
securitized  debt.  Proper  accounting  for  recourse  is  important  in  determining  the 
seller's  capital  adequacy. 

It  is  particularly  important  if  the  seller  is  a  bank  or  other  depository  institution 
whose  deposits  are  insured  by  the  Federal  Deposit  Insurance  Corporation  (FDIC). 
If  bad  accounting  for  the  risks  on  securitized  loans  results  in  large  losses  for  the 
banking  system,  the  FDIC  could  be  at  risk.  We  believe  that  the  present  regulatory 
rules  for  recourse  accounting  are  too  stringent,  but  we  also  believe  that  S.384,  as 
presently  written,  goes  too  far  in  attempting  to  liberalize  them.  We  have  been  work- 
ing closely  with  Senator  D'Amato  and  his  staff  to  balance  this  aspect  of  the  legisla- 
tion and  will  continue  to  do  so.  The  bank  regulators  are  also  participating  in  this 
effort. 

We  share  with  Members  of  this  Committee  the  goal  that  the  legislation  not  pose 
a  significant  risk  to  the  banking  system,  or  to  the  taxpayers  indirectly  through  the 
Federal  deposit  insurance  system.  In  addition,  consistency  with  the  international 
capital  standards  for  banks  is  important.  These  standards  are  essential  in  maintain- 
ing a  minimum  common  set  of  regulatory  rules  that  benefit  our  banks  competing 
with  banks  regulated  abroad.  The  bank  regulators  are  currently  drafting  new  rules 
concerning  the  treatment  of  recourse  in  a  variety  of  credit  transactions,  including 
various  types  of  loan  securitization.  We  believe  that  we  are  very  close  to  having  lan- 
guage that  would  accommodate  the  objectives  of  the  bill  while  still  achieving  our 
other  goals. 

Furthermore,  as  a  matter  of  sound  regulatory  policy,  we  believe  that  the  Federal 
banking  agencies,  and  not  the  Congress,  should  establish  accounting  and  capital 
standards.  The  standards  are  based  on  very  complex  technical  considerations  that 
are  not  well  suited  to  structuring  within  the  time  constraints  of  the  legislative  proc- 
ess. Moreover,  the  existing  standards  have  not  been  in  place  long  enough  to  make 
sophisticated  judgments  about  the  way  they  will  work  in  adverse  economic  situa- 
tions. It  is  too  early  to  start  significantly  changing  them. 

The  market  for  securitized  small-  and  medium-sized  business  loans  is  in  the  proc- 
ess of  developing.  Sellers  and  buyers  are  becoming  familiar  with  these  securities 
and  over  time  more  securitized  loans  will  be  available  and  more  investors  will  be 
interested  in  purchasing  them.  The  Administration  would  like  to  remove  obstacles 
to  the  development  of  this  market. 
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Conclusion 


Enhancing  the  provision  of  credit  to  small-  and  medium-sized  businesses  is  a 
major  challenge.  We  have  already  made  some  progress  by  increasing  the  funding  of 
the  SBA's  section  7(a)  program  and  by  implementing  the  President  s  Credit  Avail- 
ability Program.  (A  status  report  on  changes  proposed  by  the  Program  is  attached.) 
We  will  continue  to  look  at  additional  potential  methods  of  improving  credit  avail- 
ability to  foster  economic  growth.  I  look  forward  to  working  with  this  Committee  on 
S.  384  and  on  other  efforts  to  promote  small  business  growth. 

I  will  be  pleased  to  respond  to  any  questions  the  Committee  may  have. 
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TESTIMONY  OF  JOHN  P.  La  WARE 

I  am  here  today  to  discuss  the  Small  Business  Loan  Securitization  and  Secondary 
Market  Enhancement  Act  (S.  384),  which  seeks  to  increase  the  availability  of  credit 
to  small  businesses  by  facilitating  the  securitization  of  small  business  loans.  The  ob- 
jective of  this  bill  is  extremely  important,  particularly  given  the  problems  that  small 
businesses  have  had  in  obtaining  adequate  credit  accommodation.  Moreover,  experi- 
ence in  other  sectors  of  the  credit  markets  where  securitization  has  taken  place  sug- 
fests  that  securitization  of  small  business  loans  could  accrue  similar  benefits  to 
anks  and  other  financial  institutions  that  originate  and  securitize  these  loans. 

Accordingly,  the  Federal  Reserve  supports  the  objectives  of  S.  384.  While  we  have 
not  seen  a  final  version  of  the  bill,  we  believe,  based  on  discussions  with  staff  of 
this  Committee,  that  many  of  its  provisions  will  prove  helpful  in  encouraging  the 
development,  through  the  securitization  process,  of  a  secondary  market  for  small 
business  loans.  We  also  support  the  bill's  approach  of  promoting  this  development 
by  relying  on  the  private  sector  rather  than  involving  the  government  through  yet 
another  guarantee  program. 

Successful  small  businesses  are  vital  to  the  well-being  of  the  U.S.  economy.  In- 
deed, the  use  of  the  word  small  to  describe  this  sector  of  the  business  community 
is,  in  a  sense,  misleading.  In  the  aggregate,  the  volume  of  business  activity  gen- 
erated by  small-  and  medium-sized  firms  accounts  for  approximately  one-half  of the 
employment  and  receipts  in  the  nonfinancial,  nonfarm  business  sector. 

Small-  and  medium-sized  businesses  have  become  increasingly  important  to  the 
American  economy  over  the  past  two  decades.  Recent  gains  in  employment  have  oc- 
curred largely  in  those  industries  that  are  dominated  by  such  businesses,  specifi- 
cally retail  trade  and  services.  Given  this  experience,  we  believe  that  the  prospect 
for  future  growth  and  prosperity  depends  importantly  upon  the  vitality  and  perform- 
ance of  small-  and  medium-sized  businesses. 

A  key  element  in  the  success  of  smaller  firms  is  their  ability  to  obtain  adequate 
credit  accommodation.  Traditionally,  the  commercial  banking  system  has  been  the 
principal  source  of  credit  to  smaller  businesses,  and  the  small  business  segment  has 
contributed  importantly  to  the  earnings  of  banks. 

Unfortunately,  in  recent  years,  many  banks  have  had  to  deal  with  substantial 
loan  quality  problems  and  have  experienced  significant  losses.  Consequently,  after 
nearly  a  decade  of  aggressive  lending — often  on  terms  much  more  liberal  than  war- 
ranted by  the  credit  standing  of  their  borrowers — banks  have  been  working  to  im- 
prove their  balance  sheets  and  many  have  tightened  their  lending  standards.  While 
this  is  clearly  a  necessary  development,  one  adverse  effect  is  that  the  ready  avail- 
ability of  credit  to  small  businesses  may  have  declined. 

In  the  last  two  years,  banks  have  experienced  improved  asset  quality  and  record 
profits.  As  a  result,  the  banking  system  is  in  a  position  to  increase  lending  activity. 
Banks  are  better  able  to  play  their  traditional  role  in  the  financing  of  the  economy, 
a  development  which  should  prove  beneficial  to  the  small  business  sector.  Our  sur- 
veys, in  fact,  have  indicated  that  many  banks  have  eased  their  loan  standards  some- 
what in  recent  months,  especially  for  smaller  business  borrowers.  I  should  point  out 
as  well  that  our  surveys  also  indicate  that  demand  for  credit  remains  slack. 

Nonetheless,  various  reports  suggest  that  some  smaller  businesses  are  having  dif- 
ficulty obtaining  credit,  especially  in  areas  experiencing  economic  difficulty.  Their 
problems  may  be,  in  part,  due  to  regulatory  practices,  or  to  perceptions  of  regulatory 
policies.  Accordingly,  the  Federal  Reserve  and  the  other  bank  supervisory  agencies 
recently  have  implemented  a  number  of  initiatives  designed  to  facilitate  the  avail- 
ability of  credit  to  creditworthy  borrowers.  These  initiatives  are  intended  to  result 
in  an  increase  in  credit  availability  to  all  borrowers.  Some  of  these  initiatives  were 
designed  particularly  to  benefit  smaller  business  borrowers. 

Specifically,  in  March,  the  Federal  supervisory  agencies  initiated  a  program  to 
allow  banks  to  establish  a  "basket"  of  loans  which  will  be  judged  on  the  basis  of 
performance,  and  not  be  criticized  on  the  basis  of  documentation  deficiencies.  The 
Federal  Reserve  believes  that  some  small  business  loans  which  may  not  have  been 
made  because  of  a  fear  of  regulatory  criticism,  may  now  be  extended  in  a  manner 
consistent  with  safe  and  sound  banking  and  with  banks'  traditional  underwriting 
practices.  While  not  enough  time  has  passed  to  permit  a  large  number  of  these  loans 
to  be  made,  we  understand  that  a  number  of  banks  currently  have  this  opportunity 
under  consideration.  After  the  banking  agencies  gain  experience  with  the  program, 
we  will  review  whether  sound,  well-managed  banks  can  be  given  even  greater  lati- 
tude to  utilize  the  "basket." 

Another  important  initiative  is  the  agencies'  proposal  to  increase  from  $100,000 
to  $250,000  the  threshold  amount  below  which  real  estate-related  loans  do  not  re- 
quire FIRREA  Title  XI  appraisals.  Raising  the  threshold  should  reduce  the  docu- 
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mentation  burden  and  expense  associated  with  loans  to  small  businesses  that  are 
collateralized  wholly  or  in  part  by  property. 

A  possible  avenue  to  increase  credit  availability  to  the  small  business  sector  (and 
the  focus  of  Senate  bill  S.  384)  could  be  the  expansion  of  opportunities  to  securitize 
small  business  loans.  While  no  panacea,  this  approach  has  been  given  increased  con- 
sideration in  recent  years. 

In  a  securitization,  loans  are  placed  in  a  pool  and  securities  are  issued  that  entitle 
the  holders  to  the  proceeds  of  the  principal  and  interest  payments  flowing  from  the 
underlying  loans.  Originators  of  loans  that  are  used  in  asset-backed  securities  could 
benefit  from  improved  liquidity,  enhanced  fee  income,  and — to  the  extent  that  a  true 
sale  has  occurred  and  the  assets  are  removed  from  their  balance  sheets — less  need 
for  capital.  Investors,  on  the  other  hand,  acquire  securities  that  require  no  manage- 
ment of  the  underlying  loans  on  their  part  and  yet  provide  an  attractive  return  Tor 
instruments  that  pose,  depending  upon  the  nature  of  the  credit  enhancement,  little 
or  no  credit  risk. 

Both  sales  and  purchases  of  securitized  pools,  then,  offer  improved  diversification 
and  a  greater  selection  of  risk  and  return  alternatives.  Purchases  of  securities 
backed  by  loans  may  be  particularly  valuable  to  smaller  banks  that  do  not  have  the 
capability  of  geographically  diversifying  their  lending  or  diversifying  according  to  in- 
dustrial sector. 

Given  the  potential  benefits  to  be  gained  from  the  securitization  of  small  business 
loans  and  business  loans  generally,  the  Federal  Reserve  believes  that  it  is  important 
to  give  careful  consideration  to  all  proposals  designed  to  promote  and  encourage  the 
securitization  of  such  loans.  These  potential  benefits  have  been  dramatically  dem- 
onstrated by  the  impressive  growth  in  the  residential  mortgage-backed  securities 
market  and  the  markets  for  securities  based  on  auto  loans  and  other  consumer 
loans.  It  thus  seems  reasonable  that  small  business  lending  could  also  benefit  from 
securitization. 

The  nature  of  small  business  loans,  however,  differs  substantially  from  the  types 
of  loans — such  as  residential  mortgages,  auto  loans,  and  credit  card  receivables — 
that  are  currently  securitized.  While  these  types  of  loans  are  relatively  homo- 
geneous, small  business  loans  tend  to  be  quite  heterogeneous  in  nature,  in  part  due 
to  the  natural  diversity  of  small  business  enterprises  and  individually  negotiated 
loan  terms  designed  to  suit  the  unique  credit  needs  of  each  borrower.  This  diversity 
manifests  itself  in  loans  with  widely  different  maturities  and  repayment  terms,  dif- 
ferent degrees  of  documentation,  and  different  amounts  of  information  regarding  the 
underlying  financial  positions  of  the  obligors.  This  heterogeneity  greatly  complicates 
the  process  of  predicting  the  future  cash  flows  produced  even  by  pools  of  the  highest 
credit  quality. 

Also,  small  business  loan  pools  may  exhibit  a  diversity  in  credit  quality,  which 
coupled  with  a  diversity  in  documentation  standards,  greatly  complicates  the  task 
of  performing  due  diligence  and  reaching  a  judgment  as  to  the  overall  quality  of  the 
pool.  Finally,  the  lack  of  a  sufficiently  broad  and  deep  historical  data  base  on  small 
business  loan  performance  makes  actuarial  methods  of  estimating  loan  losses  ex- 
tremely difficult. 

These  difficulties,  which  in  and  of  themselves  represent  barriers  to  successful 
widespread  securitization  of  small  business  loans,  tend  to  cause  securities  markets 
to  require  substantial  credit  enhancements  on  small  business  loan  pools.  At  the 
same  time,  the  special  nature  of  small  business  loans  makes  it  relatively  difficult 
for  banks  to  accurately  assess  the  riskiness  of  issuing  such  credit  enhancements. 
Thus,  it  is  especially  important  to  assure  that  banks  maintain  capital  at  a  level 
commensurate  with  their  risk  exposure  both  to  loans  they  have  sold  into  pools  and 
to  the  pools  they  have  acquired.  Capital  should  be  held  where  risk  exposure  exists, 
and  banks  selling  assets  with  substantial  first  loss  recourse  continue  to  be  exposed 
to  risks  related  to  the  assets.  Under  such  first  loss  arrangements,  a  bank  selling 
assets  with  recourse  commits  to  cover  any  initial  losses  on  loans  that  may  occur  up 
to  a  contractually  agreed  upon  amount.  This  results  in  the  selling  bank  being  ex- 
posed to  a  possibly  significant  proportion  of  the  potential  losses  on  the  transferred 
loans. 

Another  point  that  needs  to  be  made  regarding  the  securitization  process  is  that 
banks  are  likely  to  select  loans  of  higher  quality  for  sale  into  loan  pools  and  to  re- 
tain loans  of  lower  quality  in  their  portfolios.  Accordingly,  if  this  process  is  repeated 
over  time,  it  can  lead  to  a  significant  decline  in  the  credit  quality  of  loans  held  on 
the  balance  sheet.  If  such  deterioration  does  occur,  the  portfolios  would  be  subject 
to  greater  supervisory  scrutiny,  and  the  capital  held  against  these  loans  would  have 
to  be  bolstered. 

Under  generally  accepted  accounting  principles  (GAAP) — or  more  specifically  fi- 
nancial accounting  standard  (FAS)  77 — which  the  bill  as  introduced  proposed  to  uti- 
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lize,  a  bank  may  remove  from  its  balance  sheet  an  asset  sold  with  recourse  even 
if  it  has  retained  the  risk  of  ownership.  This  accounting  standard  treats  the  transfer 
of  assets  with  recourse  as  a  sale  if  the  seller  relinquishes  the  benefits  of  owning  the 
asset,  is  reasonably  able  to  estimate  the  expected  losses  to  which  it  is  still  exposed 
under  the  recourse  provision,  and  establishes  a  specific  liability  reserve  equal  to  the 
amount  of  these  expected  losses.  This  treatment  generates  a  strong  incentive  for 
banks  to  underestimate  losses,  and  this  weakness  has  caused  some  accounting  pro- 
fessionals to  criticize  FAS  77.  However,  even  if  accurate  loss  estimates  were  used, 
this  approach  would  still  be  of  concern  from  a  supervisory  perspective  because  it 
does  not  take  into  account  the  possibility  that  actual  losses  may  turn  out  to  be  sub- 
stantially greater  than  expected  losses.  The  role  of  capital  is  to  serve  as  a  buffer 
against  such  developments,  and  GAAP  is  silent  on  this  aspect  of  risk  exposure. 

The  banking  agencies'  rules  attempt  to  establish  policies  to  ensure  that  govern- 
ment-insured depository  institutions  will  hold  capital  commensurate  with  their  risk 
exposure  in  any  transactions — including  securitized  transactions — that  they  engage 
in.  Thus,  unlike  GAAP,  the  regulatory  treatment  of  asset  sales  focuses  on  the  reten- 
tion of  risk  rather  than  the  relinquishing  of  the  benefits  of  ownership.  Under  this 
treatment,  when  a  loan  is  transferred  with  recourse,  the  agencies  have  generally 
treated  the  transaction  as  a  borrowing  and  required  the  transferor  to  maintain  cap- 
ital against  the  entire  amount  of  the  assets  transferred. 

In  recent  years,  however,  it  has  come  to  be  recognized  that  this  conservative  ap- 
proach does  not  fully  take  into  account  contractual  limitations  on  the  selling  bank  s 
recourse  obligation  and  may  not  accurately  reflect  expectations  or  practices  of  the 
marketplace.  Accordingly,  the  agencies,  under  the  auspices  of  the  Federal  Financial 
Institutions  Examination  Council,  have  been  reviewing  existing  recourse  rules.  They 
have  concluded  that  these  rules  should  be  modified  to  reduce  the  capital  charges  for 
certain  asset  sales  with  limited  recourse  in  order  to  make  those  charges  more  com- 
mensurate with  the  contractual  credit  risk  to  which  the  selling  organization  is  ex- 
posed. We  plan  to  issue  a  detailed  proposal  for  public  comment  in  the  near  future. 
Although  the  specifics  of  the  new  recourse  rules  are  not  yet  concrete,  the  new  guide- 
lines that  the  Federal  Reserve  ultimately  administers  will  be  consistent  with  the 
basic  supervisory  principle  that  the  capital  held  against  transactions  should  be  com- 
mensurate with  their  risk.  I  would  note  that  while  the  existing  regulatory  guidance 
is  in  need  of  revision,  its  limitations  have  not  precluded  the  development  of  substan- 
tial securitization  markets  for  other  types  of  loans. 

As  I  said  earlier,  we  support  the  overall  objectives  of  S.384.  The  bill  places  a  reli- 
ance on  the  private  sector  to  develop  the  secondary  market  for  small  business  loans, 
and  we  find  that  aspect  of  the  bill  attractive.  It  is  imperative  that  we  avoid  adding 
to  the  already  enormous  volume  of  government  liabilities  by  creating  an  additional 
government  agency,  or  increasing  the  involvement  of  existing  government  agencies, 
in  the  securitization  of  small  business  loans. 

One  of  the  most  important  safety  and  soundness  considerations  is  the  amount  of 
capital  that  is  maintained  to  protect  banking  organizations  from  any  risks  associ- 
ated with  loan  securitization.  The  bill  as  introduced  contained  capital  provisions 
that  in  our  view  would  not  provide  adequate  protection  to  banks  involved  in 
securitization.  While  we  have  not  seen  a  final  version  of  this  bill,  discussions  be- 
tween the  Staff  of  this  Committee  and  the  banking  agencies  have  identified  alter- 
native approaches  that  represent  some  relaxation  of  current  standards.  These  ap- 
proaches could  be  acceptable  so  long  as  they  are  properly  structured  and  accom- 
panied by  appropriate  prudential  and  safety  and  soundness  limitations.  For  exam- 
ple, we  understand  that  current  drafts  of  the  bill,  in  order  to  encourage  the 
securitization  of  small  business  loans,  would  give  designated  institutions  permission 
to  maintain  capital  against  risk  exposure  arising  from  the  sale  of  small  business 
loans  with  first  loss  recourse  in  an  amount  that  is  less  than  is  required  under  the 
banking  agencies'  existing  capital  standards. 

We  also  understand  that  important  limitations  are  incorporated  in  current  drafts 
of  the  bill  that  help  mitigate  safety  and  soundness  concerns.  First,  the  preferential 
treatment  would  be  restricted  to  those  institutions  that,  under  current  capital 
standards,  are  either  well  capitalized  or  are  adequately  capitalized  and  have  the  ap- 
proval of  their  primary  regulator.  Second,  there  is  a  major  limitation  placed  on  the 
aggregate  amount  of  retained  recourse  that  is  eligible  for  the  preferential  treatment. 
So  long  as  these  limitations  are  appropriately  specified,  we  do  not  believe  that  the 
approach  in  the  bill,  as  we  understand  it,  would  threaten  safety  and  soundness  con- 
ditions, while  it  may  encourage  securitization  and  the  availability  of  credit  to  small 
business  firms.  Obviously,  we  would  want  to  reserve  final  judgment  on  these  safe- 
guards, and  other  provisions  of  the  bill,  until  we  have  had  an  opportunity  to  review 
the  actual  language  of  the  bill  and  its  consistency  with  the  fundamental  prudential 
principles  underlying  U.S.  and  international  capital  standards. 
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As  I  mentioned  earlier,  the  banking  agencies  have  underway  a  broad-based  review 
of  our  capital  standards  for  securitization  and  other  recourse  arrangements.  We  be- 
lieve that  rather  than  specifying  detailed  capital  requirements  for  a  select  group  of 
assets  by  statute,  it  would  be  preferable  for  Congress  to  fashion  legislation  directing 
the  agencies  to  develop  appropriate  capital  standards  for  securitizing  small  business 
loans.  This  would  enable  the  agencies  to  address  small  business  loan  securitization 
in  a  manner  that  would  be  consistent  with  the  prudential  framework  for 
securitization  more  generally.  Such  an  approach  is  preferable  for  economic  efficiency 
and  bank  safety  and  soundness.  It  would  also  avoid  the  rigidities  that  result  when 
technical  and  complex  regulatory  requirements  are  written  into  law.  The  agencies 
need  flexibility  in  order  to  be  able  to  adjust  the  rules  to  later  experience  in  the  mar- 
ket. 

In  view  of  the  importance  of  credit  availability  to  small-  and  medium-sized  busi- 
nesses, we  are  committed  to  continuing  to  work  with  this  Committee,  the  other 
banking  agencies  and  the  Administration  in  developing  an  approach  that  will  re- 
move any  unnecessary  impediments  to  securitization,  while  at  the  same  time  pro- 
tecting the  safety  and  soundness  of  the  banking  system. 


TESTIMONY  OF  J.  CARTER  BEESE,  JR. 
Commissioner,  U.S.  Securities  and  Exchange  Commission 

Chairman  Riegle  and  Members  of  the  Committee,  I  appreciate  the  opportunity  to 
testify  today  on  behalf  of  the  Securities  and  Exchange  Commission  ("Commission") 
regarding  S.  384,  the  "Small  Business  Loan  Securitization  and  Secondary  Market 
Enhancement  Act  of  1993." 

The  Commission  fully  supports  the  goal  of  increasing  small  business'  access  to 
capital,  consistent  with  investor  protection.  Small  businesses  are  recognized  as  a 
major  source  of  new  jobs  for  the  American  worker,1  prompting  heightened  interest 
in  facilitating  small  business'  expanded  access  to  capital.  We  support  S.  384  in  its 
effort  to  stimulate  the  small  business  lending  market  by  reducing,  removing  or 
modifying  a  broad  array  of  regulations  that  might  be  impeding  the  development  of 
securitization  and  an  established  secondary  market  for  small  business  loans,  while 
maintaining  investor  protections  and  sound  markets.  S.  384  complements  efforts  un- 
dertaken by  the  Commission  during  the  last  two  years  to  facilitate  the  financing  of 
small  businesses.  As  more  fully  discussed  in  the  text,  the  Commission's  efforts  have 
included  initiatives  to  reduce  regulatory  impediments  to  the  securitization  of  small 
business  loans,  through  an  exemption  of  such  financings  from  the  Investment  Com- 
pany Act  of  1940  ("1940  Act"  or  "Investment  Company  Act")2  for  investment  grade 
asset-backed  financings,  and  the  extension  of  shelf  registration  to  such  offerings. 

S.  384  builds  on  the  framework  for  securitization  that  was  developed  in  the  Sec- 
ondary Mortgage  Market  Enhancement  Act  of  1984  ("SMMEA") 3  for  use  in  the 
mortgage  markets,  which  has  been  a  highly  effective  means  of  increasing  the  flow 
of  capital  to  those  markets.  The  Commission  is  hopeful  that  S.  384  will  likewise 
serve  to  increase  the  credit  available  to  small  business.  At  the  outset,  however,  we 
note  that  many  of  the  provisions  of  S.  384  are  outside  the  responsibility  of  the  Com- 
mission, and  as  to  those  matters,  we  defer  to  the  views  of  the  appropriate  regulatory 
authority. 

Introduction 

Over  the  last  several  years,  the  issue  of  small  business'  continued  and  expanded 
access  to  funds  to  finance  operations,  innovation  and  growth  have  been  of  growing 
concern.4  These  concerns  are  further  accented  as  funding  from  traditional  sources 
has  become  more  limited.5  Venture  capital  firms,  traditionally  an  important  source 


1See,  U.S.  Small  Business  Administration,  THE  STATE  OF  SMALL  BUSINESS  213  (1992). 

215U.S.C.  §80a-l. 

3 15  U.S.C.  77r-l. 

4  See,  e.g.,  Udayan  Gupta,  Venture  Capitalists  Raised  75%  More  Money  Last  Year,  WALL  ST. 
J.,  Jan.  29,  1993,  at  B2,  col.  3;  Udayan  Gupta,  Venture  Funds  Regain  Appetite  For  Start-Ups, 
WALL  St.  J.,  Sept.  21,  1992,  at  Bl,  col.  6;  Brent  Bowers,  Effort  Grows  to  Help  Tiny  Firms  Get 
Equity  Financing,  WALL  ST.  J.,  Mar.  16,  1992,  at  B2,  col.  3. 

"Evidence  over  the  last  3  years  shows  a  decline  in  overall  commercial  and  industrial  lending 
by  banks,  from  $645  billion  in  June,  1990,  to  $597  billion  in  June,  1993.  See  Federal  Reserve 
Board  of  Governors,  FEDERAL  RESERVE  BULLETIN,  Table  1.26  (Various  Issues).  In  addition,  The 
Federal  Reserve  Board  of  Governors'  Division  of  Monetary  Affairs  reports  that,  while  domestic 
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of  capital  for  pre-initial  public  offering  small  business,  have  provided  decreasing  lev- 
els of  funds.  From  1983  to  1987,  these  firms  invested  over  $15  billion  in  small  Dusi- 
nesses,  with  new  investments  by  venture  capital  firms  reaching  a  peak  of  nearly  $4 
billion  in  1987.  After  1987,  levels  of  venture  capital  decreased  annually,  reaching 
a  low  of  less  than  $1.4  billion  in  1991.  In  addition,  investment  of  venture  capital 
has  shifted  toward  financing  later  stages  of  business  operations.  While  venture  cap- 
ital firms  increased  investment  to  $2.5  billion  in  1992,  the  level  of  these  investments 
continues  to  be  considerably  below  the  amount  raised  in  the  late  1980s.6 

In  view  of  the  importance  of  small  business  to  the  U.S.  economy,  the  Commission 
commends  Congress'  determination  to  press  for  increased  funding  in  this  area. 
S.  384,  introduced  by  Senator  D'Amato,  is  an  affirmative  measure  directed  toward 
removing  regulatory  barriers  which  may  be  impeding  development  of  small  business 
loan  securitization.  S.  384  is  intended  to  amend  the  securities  laws  to  enhance  in- 
vestment in  small  businesses  without  compromising  investor  protection.  Similarly, 
S.479,  introduced  by  Senator  Dodd,  would  amend  the  1940  Act  to  streamline  the 
regulation  of  venture  capital  pools  in  a  manner  consistent  with  the  protection  of  in- 
vestors. I  will  briefly  address  S.479  after  discussing  the  specific  provisions  of  S.  384. 

Discussion  of  S.  384 

The  provisions  of  S.  384  that  would  amend  the  Federal  securities  laws  are  mod- 
eled after  SMMEA.  As  discussed  below,  like  SMMEA,  S.  384  proposes  modest 
changes  to  the  Securities  Exchange  Act  of  1934  ("1934  Act")7  to  facilitate  the  devel- 
opment of  a  forward  trading  market  in  "small  business  related  securities." 

Section  2  of  S.  384  would  add  a  definition  of  the  term  "small  business  related  secu- 
rity" to  section  3(a)  of  the  1934  Act.  The  definition  of  "small  business  related  secu- 
rity" in  S.  384  would  be  similar  to  the  definition  of  "mortgage  related  security"  con- 
tained in  section  3(aX41)  of  the  1934  Act,  which  was  added  by  SMMEA.  A  small 
business  related  security  would  be  defined  as  a  security  that  is  rated  in  one  of  the 
four  highest  rating  categories  by  at  least  one  nationally  recognized  statistical  rating 
organization  ("NRSRO"),  and  that  represents  an  interest  in,  or  is  secured  by  an  in- 
terest in,  one  or  more  promissory  notes  evidencing  the  indebtedness  of  a  small  busi- 
ness, which  has  been  originated  by  certain  types  of  lenders.  These  approved  lenders 
are  insured  depository  institutions,  credit  unions,  insurance  companies,  and  other 
similar  institutions  supervised  and  examined  by  a  Federal  or  State  authority.8  A 
"small  business"  is  defined  as  a  business  meeting  the  criteria  for  a  "small  business 
concern"  under  section  3(a)  of  the  Small  Business  Act. 

The  definition  of  "small  business  related  security"  would  require  that  such  a  secu- 
rity be  "investment  grade,"  although  the  bill  does  not  use  that  term,  and  would  be 
analogous  to  section  3(aX41)  of  the  1934  Act,  which  requires  that  a  mortgage  related 
security  be  rated  in  one  of  the  two  highest  rating  categories  by  an  NRSRO.  In  light 
of  various  provisions  of  S.  384  that  grant  favorable  treatment  to  small  business  re- 
lated securities,  it  is  appropriate  to  require  that  such  securities  meet  minimum 
standards  of  credit  quality. 9 

Sections  3,  4,  and  5  of  S.  384  contain  provisions  designed  to  facilitate  the  forward 
trading  market  for  small  business  related  securities.  These  sections  of  the  bill  would 
amend,  respectively,  sections  7(g),  8(a),  and  11(d)(1)  of  the  1934  Act,  all  of  which 
restrict  the  extension  or  maintenance  of  credit  for  the  purpose  of  purchasing  or  car- 
rying securities.  Under  these  provisions,  as  amended  by  SMMEA,  a  bona  fide  agree- 
ment for  delayed  delivery  of  a  mortgage  related  security  against  full  payment  of  the 
purchase  price  thereof  upon  such  delivery,  within  180  days  after  the  purchase,  does 


commercial  banks  have  comfortable  to  strong  capital  levels,  these  banks  are  not  applying  such 
capital  to  business  lending  either  because  it  has  been  difficult  to  find  attractive  lending  opportu- 
nities or  because  such  lending  would  require  an  unacceptable  increase  in  risk.  See  Federal  Re- 
serve Board  of  Governors,  AUGUST  1993  SENIOR  LOAN  OFFICER  OPINION  SURVEY  ON  Bank  LEND- 
ING Practices  (National  Summary),  August  25, 1993. 

8A11  venture  capital  calculations  are  based  on  figures  in  Venture  Capital  Disbursements  Rise, 
VENTURE  CAPITAL  J.,  June  1993.  While  there  is  no  uniform  definition  of  "small  business,"  one 
of  the  Small  Business  Administration's  definitions  includes  any  company  which,  together  with 
its  affiliates,  does  "not  have  net  worth  in  excess  of  $6  million,  and  does  not  have  average  net 
income  after  Federal  income  taxes  (excluding  any  carry-over  losses)  for  the  preceding  2  years 
in  excess  of  $2  million."  13  C.F.R.  §  121.802(aX2),  amended  in  57  FR  62477  (1992). 

7 15  U.S.C.  §  78a  et  seq. 

8  Finance  companies,  which  have  been  increasingly  active  in  the  business  lending  market, 
would  not,  however,  appear  to  be  included  in  S.  384's  section  2(a)  definition  of  "small  business 
related  security"  or  its  section  10(c)  definition  of  "small  business  loan  investment  conduit." 

8  We  note,  however,  that  the  term  NRSRO  has  never  been  defined  and  that  NRSROs,  in  their 
capacity  as  rating  agencies,  are  not  subject  to  direct  regulation  by  the  Commission  or  other 
forms  of  Federal  regulation. 


51 

not  constitute  an  extension  or  maintenance  of  credit  for  the  purpose  of  the  prohibi- 
tions contained  in  those  sections.  The  Board  of  Governors  of  the  Federal  Reserve 
System  ("FRB"),  in  the  case  of  sections  7(g)  and  8(a),  and  the  Commission,  in  the 
case  of  section  11(d)(1),  are  given  the  authority  to  limit  the  effect  of  these  provisions 
by  enacting  a  rule  providing  for  a  period  shorter  than  180  days,  although  no  such 
rules  have  Deen  enacted  to  date. 

S.  384  would  amend  sections  7(g),  8(a),  and  ll(dXD  to  afford  small  business  relat- 
ed securities  the  same  treatment  as  mortgage  related  securities.  Thus,  S.  384  would 
allow  parties  to  enter  into  agreements  for  the  delayed  delivery  of  small  business  re- 
lated securities — in  other  words,  forward  market  transactions — without  such  trans- 
actions being  subject  to  the  1934  Act's  restrictions  on  the  extension  and  mainte- 
nance of  credit  to  purchase  securities.  These  sections  of  the  bill  are  designed  to 
make  it  easier  for  issuers  of  small  business  related  securities  to  obtain  commitments 
to  purchase  such  securities  before  all  of  the  underlying  loans  are  originated.  The 
Commission  supports  these  provisions  of  S.  384,  especially  because,  as  under 
SMMEA,  the  FRB  and  the  Commission  would  be  given  the  authority  to  limit  their 
effect,  by  shortening  the  180-day  period,  to  counter  any  perceived  abuses.  To  date, 
the  Commission  has  not  found  it  necessary  to  exercise  this  authority. 

Section  7  of  S.  384  would  amend  section  106  of  SMMEA,  which  preempts  certain 
State  legal  investment  and  blue  sky  laws  with  respect  to  mortgage  related  securi- 
ties. As  amended  by  S.  384,  section  106  of  SMMEA  would  effect  a  like  preemption 
of  State  law  with  respect  to  small  business  related  securities.  S.  384  would  provide 
that  persons  and  entities  would  be  permitted  to  invest  in  small  business  related  se- 
curities to  the  same  extent  that  such  persons  or  entities  would  be  permitted,  under 
State  law  (such  as  banking  or  insurance  law),  to  invest  in  U.S.  Government  or  agen- 
cy securities.  The  bill  would  further  provide  that  small  business  related  securities 
are  to  be  treated  as  securities  issued  by  the  United  States  for  the  purpose  of  any 
State  law  that  limits  investment  by  any  person  or  entity  to  securities  issued  by  the 
United  States.  Finally,  the  bill  would  provide  that  small  business  related  securities 
are  exempt  from  any  State  securities  registration  or  qualification  requirements  to 
the  same  extent  as  U.S.  Government  or  agency  securities.  S.  384  would  provide  that 
any  State  could  override  any  of  these  preemptions  of  its  laws  by  enacting  a  statute 
for  such  purpose  within  7  years  after  the  enactment  of  S.  384. 

The  Commission  has  no  objection  to  the  preemption  and  override  provisions  con- 
tained in  section  7  of  S.  384.  We  would  urge  the  Committee,  however,  to  hear  the 
views  of  the  North  American  Securities  Administrators  Association  and  its  mem- 
bers, as  well  as  State  banking  and  insurance  regulators,  on  the  subject  of  the  pre- 
emption of  State  legal  investment  and  blue  sky  laws. 

Section  6  of  S.  384  would  amend  12  U.S.C.  24,  the  Home  Owner's  Loan  Act,  and 
the  Federal  Credit  Union  Act  to  provide  that  national  banks,  Federal  savings  asso- 
ciations, and  Federal  credit  unions  may  invest  in  small  business  related  securities, 
subject  to  whatever  regulations  are  promulgated  for  this  purpose  by  the  appropriate 
regulatory  agencies  for  such  depository  institutions.  Similarly,  section  9  oi  S.  384  di- 
rects the  Secretary  of  Labor,  in  consultation  with  the  Secretary  of  the  Treasury,  to 
promulgate  an  exemption  from  the  restrictions  contained  in  sections  406  and  407 
of  the  Employee  Retirement  Income  Security  Act  of  1974,  as  well  as  section  4975 
of  the  Internal  Revenue  Code,  in  order  to  allow  employee  benefit  plans  to  invest  in 
small  business  related  securities,  subject  to  any  limitations  the  Secretary  of  Labor 
deems  appropriate. 

Sections  6  and  9  of  the  bill  would  remove  or  limit  certain  legal  limitations  on  per- 
missible investments  by  Federal  depository  institutions  and  employee  benefit  plans 
as  such  limitations  apply  to  small  business  related  securities. 

Section  8  of  S.  384  would  ease  the  capital  requirements  under  the  Federal  Deposit 
Insurance  Act  applicable  to  insured  depository  institutions  with  respect  to  small 
business  loans  and  small  business  related  securities.  For  insured  depository  institu- 
tions that  sell  small  business  loans  with  recourse,  S.  384  would  provide  that  such 
institutions  would  be  required  to  maintain  capital  in  respect  of  such  loans  not  in 
excess  of  an  amount  sufficient  to  meet  the  institution's  reasonable  estimated  liabil- 
ity under  the  recourse  arrangement.  For  insured  depository  institutions  that  invest 
in  small  business  related  securities,  S.  384  would  provide  that  such  securities  are 
to  be  treated,  for  the  purpose  of  the  applicable  risk -based  capital  requirements,  as 
similarly  rated  mortgage-backed  securities.  Section  8  of  the  bill  would  direct  each 
appropriate  Federal  Tbanking  agency  to  promulgate  regulations  implementing  the 
provisions  regarding  insured  depository  institution  capital  requirements. 

Finally,  section  10  of  S.  384  would  direct  the  Secretary  of  the  Treasury  to  promul- 
gate regulations  that  provide  that  "small  business  loan  investment  conduits"  and  in- 
vestors therein  shall  be  taxed  in  a  manner  similar  to  the  manner  in  which  REMICs 
and  investors  therein  are  currently  taxed.  The  Secretary  would  be  directed  to  take 
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into  account,  in  issuing  the  regulations,  the  congressional  purpose  of  facilitating  the 
securitization  of  small  business  loans.  Section  10(c)  of  S.  384  would  define  "small 
business  loan  investment  conduit"  as  any  entity  whose  assets  substantially  consist 
of  obligations  of  small  businesses,  which  obligations  were  originated  by  an  insured 
depository  institution,  credit  union,  insurance  company,  or  similar  institution  which 
is  supervised  and  examined  by  an  appropriate  Federal  or  State  authority.  This  defi- 
nition appears  to  be  broader  than  that  of  "small  business  related  security"  found  in 
section  2  of  S.  384,  in  that  an  issuer  of  a  small  business  investment  loan  conduit 
would  be  able  to  hold  obligations  of  small  businesses  other  than  promissory  notes, 
unlike  an  issuer  of  small  business  related  securities. 

Sections  6,  8,  and  9  of  S.  384  raise  important  issues  regarding  the  soundness  of 
financial  institutions,  while  section  10  raises  issues  regarding  the  appropriate  tax 
status  of  small  business  related  securities  issuers.  While  the  Commission  has  no  ob- 
jection to  these  portions  of  S.  384,  we  note  that  these  matters  involve  policy  ques- 
tions beyond  the  scope  of  the  Commission's  jurisdiction  and,  accordingly,  we  defer 
to  the  views  of  the  regulatory  authorities  primarily  responsible  for  their  administra- 
tion. 

Effects  of  S.  384 

S.  384  would  remove  a  number  of  legal  and  regulatory  barriers  that  could  limit 
the  expansion  of  the  market  for  the  securitization  of  small  business  loans,  both  on 
the  supply  and  demand  side.  As  such,  it  certainly  should  ease  the  process  of 
securitization.  A  separate  issue  is  the  degree  to  which  a  secondary  market  for  small 
business  loans  will  develop.  That  issue  will  be  determined  by  the  marketplace  and 
the  unpredictable  factors  that  drive  that  marketplace.  Among  these  factors  will  be 
the  market's  ability  to  overcome  hurdles  regarding  standardization  of  lending  docu- 
ments and  underwriting  criteria  employed  in  connection  with  loan  originations. 

Finance  companies  have  already  demonstrated  the  applicability  of  securitization 
to  small  business  loans.  To  date,  the  two  public  offerings  of  securities  backed  by 
pools  of  small  business  loans  have  been  made  by  finance  companies.10 

Although  banks  have  not  yet  entered  the  small  business  loan  securitization  mar- 
ket, S.  384  may  facilitate  their  entry  into  this  market.  However,  this  may  not  occur 
immediately.  An  August  25,  1993  report  prepared  by  the  Board  of  Governors  of  the 
Federal  Reserve  System's  Division  of  Monetary  Affairs  reflects  that  domestic  com- 
mercial banks  have  comfortable  to  strong  capital  levels  but  are  not  applying  such 
capital  to  business  lending  either  because  it  has  been  difficult  to  find  attractive 
lending  opportunities  or  because  such  lending  would  require  an  unacceptable  in- 
crease in  risk.11  While  securitization  may  not,  at  the  current  time,  be  attractive  to 
depository  institutions,  the  experience  of  finance  companies,  together  with  the  in- 
centives provided  by  S.  384,  may  encourage  banks  to  become  more  active  in  this 
market  in  the  future. 

Facilitating  securitization  of  small  business  loans  may  also  provide  additional  cap- 
ital to  institutions  interested  in  expanding  their  small  business  lending  activities. 
This,  in  turn,  could  lower  costs  to  Dorrowers.  To  the  extent  additional  capital  be- 
comes available  to  small  businesses  as  a  result  of  securitization  and  the  develop- 
ment of  a  secondary  market,  the  Commission  is  hopeful  that  there  will  be  a  bene- 
ficial effect  on  costs  of  capital  to  small  businesses. 

The  Small  Business  Incentive  Act  of  1993 

I  now  briefly  will  discuss  S.479,  which  also  seeks  to  enhance  small  business'  ac- 
cess to  capital.  While  S.  384  promotes  the  vehicle  of  securitization,  S.  479  endeavors 
to  remove  or  reduce  unnecessary  regulatory  burdens  which  may  hamper  venture 
capital  investment  in  small  businesses. 


10  In  March  of  1993,  Fremont  Financial  Corporation  ("Fremont")  completed  a  $200  million 
public  offering  of  asset-backed  certificates  which  were  supported  by  a  pool  of  small  business 
loans  originated  by  Fremont.  The  pool  of  small  business  loans  comprised  a  substantial  majority 
of  Fremont's  portfolio  of  small  business  loans.  These  loans  are  primarily  revolving  and  short- 
term  (2  years)  in  nature  and  are  secured  by  business  assets  including  accounts  receivables,  in- 
ventory, machinery,  equipment  and,  to  a  lesser  extent,  real  estate.  In  April  of  1993,  The  Money 
Store  completed  a  public  offering  of  more  than  $75  million  of  asset-backed  certificates.  These 
certificates  were  backed  by  payments  on  the  unguaranteed  portion  of  a  pool  of  partially  guaran- 
teed SBA  loans.  The  loans  were  originated  by  lenders  that  were  affiliated  with  The  Money  Store. 
Approximately  94%  of  the  loans  were  secured  by  first  liens  on  owner-occupied  real  estate,  but 
additional  collateral,  including  personal  assets,  machinery  and  equipment  was  also  required  in 
some  cases. 

11  See  footnote  5,  supra. 
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The  Commission  supports  the  amendments  proposed  in  S.47912  and  believes  they 
will  contribute  to  the  development  of  a  financing  vehicle  that  could  be  a  new  source 
of  small  business  financing,  and  will  help  streamline  the  regulation  of  existing  ven- 
ture capital  pools.  The  legislation  creates  a  new  financing  vehicle,  the  qualified  pur- 
chaser pool,  and  modifies  the  regulation  of  several  investment  vehicles  that  invest 
in  small  business,  including  private  investment  companies  and  business  develop- 
ment companies  ("BDCs").  Many  venture  capital  pools  find  it  difficult  to  operate 
under  the  1940  Act,  which  imposes  a  number  of  rigorous  requirements  ranging  from 
registration  to  restrictions  on  capital  structure  and  dealings  with  affiliated  persons. 
These  restrictions,  while  not  unduly  burdensome  to  conventional  investment  compa- 
nies, can  pose  significant  operating  barriers  to  venture  capital  pools.  For  example, 
many  venture  capital  pools  employ  leverage  as  an  integral  part  of  their  overall  in- 
vestment strategy.  Venture  capital  pools  also  typically  have  close  business  ties  with 
their  portfolio  companies.  Under  the  1940  Act,  such  arrangements  would  be  severely 
limited  under  its  leverage  restrictions  and  prohibitions  on  affiliated  transactions. 

At  present,  venture  capital  pools  can  avoid  regulation  as  an  investment  company 
under  the  1940  Act  only  if  they  do  not  publicly  offer  their  securities  and  have  no 
more  than  100  investors,  regardless  of  their  sophistication  (the  "private  investment 
company  exception").  S.479  creates  a  new  exception  for  so-called  "qualified  pur- 
chaser pools"  that  would  be  free  from  regulation  and  registration  under  the  1940 
Act  so  lung  as  the  pool's  securities  are  held  by  sophisticated  or  so-called  "qualified" 
purchasers.  The  proposal  is  designed  to  promote  capital  participation  in  venture 
capital  funds  by  recognizing  that  sophisticated  investors  can  appreciate  the  risks  as- 
sociated with  pooled  investment  vehicles.  Pools  relying  on  this  exemption  would 
have  greater  access  to  the  capital  markets  because  they  could  make  public  offerings 
with  no  limit  on  the  amount  of  the  offering  or  on  the  number  of  investors,  and,  in 
turn,  could  increase  their  investment  in  small  business.  Investors  in  these  pools 
should  benefit  from  the  increased  liquidity  of  the  new  pools'  securities. 

The  legislation  would  also  modify  the  existing  private  investment  company  excep- 
tion to  eliminate  a  complex  test  used  to  calculate  the  current  100-investor  limit.  The 
exception  forces  private  investment  companies,  including  venture  capital  pools,  to  be 
particularly  careful  when  offering  their  securities  to  corporate  investors.  When  a 
corporation  acquires  10%  or  more  of  a  private  investment  company's  securities,  that 
company's  shareholders  may  be  counted  toward  the  100-investor  limit.  If  a  private 
investment  company  exceeds  that  ceiling,  it  is  immediately  subject  to  full  regulation 
under  the  1940  Act.  The  proposed  legislation  would  simplify  this  calculation  and  ef- 
fectively eliminate  current  constraints  on  corporate  investment  in  private  venture 
capital  pools.13 

The  1940  Act  also  regulates  the  operation  of  BDCs,  which  are  closed-end  funds 
that  invest  in  and  provide  significant  managerial  assistance  to  small  and  developing 
businesses.  BDCs  were  made  possible  in  1980  when  the  1940  Act  was  amended  to 
accommodate  certain  types  of  public  venture  capital  pools.  The  ensuing  regulatory 
framework,  while  less  restrictive  than  that  governing  traditional  investment  compa- 
nies, still  poses  some  serious  barriers  to  operations  not  encountered  by  private  ven- 
ture capital  pools.14 

The  legislation  is  designed  to  make  it  easier  and  less  costly  for  BDCs  to  offer  secu- 
rities ana  invest  in  small  businesses  by  (1)  creating  a  new  class  of  very  small  com- 
panies in  which  BDCs  could  invest  without  being  required  to  make  available  "sig- 
nificant managerial  assistance,"  (2)  permitting  BDCs  to  acquire  more  freely  the  se- 
curities of  portfolio  companies  from  persons  other  than  the  portfolio  companies  and 
their  affiliates,  thereby  expanding  the  channels  through  which  BDCs  would  be  per- 
mitted to  acquire  small  business  securities,  and  (3)  permitting  greater  flexibility  in 
their  capital  structure  (by  relaxing  the  asset  coverage  requirement  and  permitting 
multiple  classes  of  debt). 

S.479  also  includes  two  proposals  affecting  "single  state"  investment  companies: 
BIDCOs  and  intra-state  closed-end  funds.  Under  one  proposal,  BIDCOs,  which  are 
creatures  of  State  law  and  are  designed  to  provide  capital  to  businesses  within  a 
particular  State,  would  no  longer  have  to  apply  to  the  Commission  for  exemptive 


12  See  Testimony  of  Marianne  K.  Smythe,  former  Director,  Division  of  Investment  Manage- 
ment, U.S.  Securities  and  Exchange  Commission,  Hearing  Concerning  The  Small  Business  In- 
centive Act  of  1993  Before  the  Subcommittee  on  Securities  of  the  Committee  on  Banking,  Hous- 
ing and  Urban  Affairs,  103d  Cong.,  1st  Sess.  (March  4,  1993). 

"The  Division  of  Investment  Management  recommended  both  the  new  qualified  purchaser 
pool  exception  and  the  change  to  the  private  investment  company  exception  after  completing  it6 
study  of  the  1940  Act.  See  Division  of  Investment  Management,  SEC,  PROTECTING  INVESTORS: 
A  Half  Century  of  Investment  Company  Regulation  117-118  (1992). 

14  BDCs  have  not  proved  to  be  particularly  popular.  In  1992,  there  were  only  49  active  BDCs 
with  sbout  $2.4  billion  in  assets. 
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relief  from  the  1940  Act.  The  second  proposal  raises  the  offering  limit  for  intra-state 
closed-end  funds  from  $100,000  to  $10  million. 

Finally,  S.479  would  raise  the  Commission's  exemptive  authority  under  section 
3(b)  of  the  1933  Act  from  $5  million  to  $10  million.15 

The  Commission  enthusiastically  supports  this  legislation  as  it  is  intended  to 
make  it  easier  for  small  business  to  raise  capital,  while  maintaining  investor  protec- 
tions. 

Recent  Commission  Initiatives  in  the  Area  of  Small  Business 

In  addition  to  these  important  legislative  initiatives,  the  Commission  has  taken 
several  steps  in  the  past  year  to  facilitate  the  flow  of  capital  to  small  business.  Reg- 
ulations under  the  Securities  Act  of  1933  ("1933  Act"),1*  the  1934  Act  and  the  1940 
Act  were  amended  to  remove  unnecessary  barriers  to  the  registration  and  sale  of 
securities. 

1940  Act  Rule  3a-7 — Exemption  for  Structured  Finance  Vehicles 

The  Commission  acted  to  exempt  structured  finance  vehicles  (sometimes  also 
called  asset-backed  arrangements)  from  the  1940  Act,  thus  freeing  these  innovative 
products  to  be  a  source  of  capital  to  small  business.  Structured  finance  issuers  pool 
income-producing  assets,  and  issue  securities  backed  by  those  assets. 

The  structured  finance  market  has  grown  dramatically  over  the  last  decade.  In 
1981,  there  were  just  17  structured  finance  issuances  totalling  $1  billion.17  In  1992, 
securities  of  structured  financings  publicly  offered  in  the  United  States  totalled  ap- 
proximately $428.6  billion,  accounting  for  approximately  50%  of  total  public  securi- 
ties offerings  (debt  and  equity)  and  57%  of  total  debt  securities  offerings.18  Most  of 
this  activity,  in  volume  terms,  relates  to  offerings  of  securities  by  government-spon- 
sored enterprises  like  Fannie  Mae  and  Freddie  Mac. 

Despite  this  enormous  growth,  the  1940  Act  constrained  the  development  of  the 
structured  finance  market.  Structured  finance  vehicles  technically  meet  the  defini- 
tion of  investment  company  (and  would,  unless  exempted,  be  subject  to  1940  Act 
regulation)  because  they  issue  securities  and  are  primarily  engaged  in  investing  in, 
owning,  or  holding  securities.19  Structured  financings,  however,  are  unable  to  oper- 
ate under  many  of  the  1940  Act's  requirements. 

To  avoid  coverage  under  the  1940  Act,  structured  financings  either  must  fit  within 
one  of  the  Act's  exceptions  to  the  definition  of  investment  company  or  seek  exemp- 
tive relief  from  the  Commission.  Many  financings  rely  on  the  exception  in  section 
3(c)(5),  which  generally  is  available  for  issuers  engaged  in  the  business  of  acquiring 
notes  or  loans  covering  specified  merchandise  and  services  or  interests  in  real  es- 
tate.20 The  section  3(c)(5)  exception  is  limited  to  financings  involving  certain  types 
of  assets,  and  most  importantly  for  small  business  capital  formation,  would  not  per- 
mit securitization  of  all  loans  made  to  small  business.1 

To  remove  unnecessary  barriers,  last  year  the  Commission  adopted  a  rule  condi- 
tionally exempting  structured  financings  from  regulation  under  the  1940  Act.22  The 
conditions  of  the  rule  seek  to  delineate  the  operational  distinctions  between  reg- 
istered investment  companies  and  structured  finance  vehicles,  permit  the  continued 
evolution  of  the  structured  finance  market,  and  address  investor  protection  con- 
cerns.23 

1933  Act — Expansion  of  Shelf  Registration 

The  Commission  also  expanded  the  availability  of  1933  Act  Rule  415,  the  "shelf 
registration  rule,"  to  a  greater  number  of  structured  finance  transactions.24  The 


18  15  U.S.C.  §77c(b). 

1615U.S.C.  §77aetseq. 

"David  Kogut,  Corporate  Finance  1985:  The  Red  Hot  Year,  Inv.  DEALERS'  Die,  Jan.  13,  1986, 
at  23. 

18  Calculations  based  on  data  in  How  Sweet  It  Was!  Inv.  DEALERS*  DIG.,  Jan.  11,  1993,  at  14, 
16-18. 

19 See  Investment  Company  Act  §3(a),  15  U.S.C.  §80a-3(a)  (definition  of  investment  com- 
pany). 

=»15  U.S.C.  §80a-3(cX5). 

2lSee  Division  of  Investment  Management,  SEC,  The  Treatment  of  Structured  Finance  Under 
the  Investment  Company  Act,  PROTECTING  INVESTORS:  A  HALF  CENTURY  OF  INVESTMENT  COM- 
PANY Regulation  68-73  (1992). 

22  Investment  Company  Act  Rule  3a-7,  17  C.F.R.  §270.3a-7.  See  Exclusion  from  the  Definition 
of  Investment  Company  for  Structured  Financings,  Investment  Company  Act  Release  No.  19105 
(Nov.  19,  1992),  57  FR  56248  (Nov.  27,  1992). 

23  Id. 

24  17  C.F.R.  §230.415.  See  Simplification  of  Registration  Procedures  for  Primary  Securities  Of- 
ferings, Securities  Act  Release  No.  6964  (Oct.  22,  1992),  57  FR  48970  (Oct.  29,  1992). 
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"shelf  registration"  procedure  provides  issuers  eligible  to  use  Form  S-3  with  the 
flexibility  to  access  the  public  securities  markets  on  demand,  without  having  to  ob- 
tain additional  clearance  from  the  Commission  staff.  The  Commission  revised  Form 
S-3  specifically  to  permit  companies  to  register  investment  grade  asset-backed  secu- 
rities without  regard  to  their  reporting  history.25  Before  the  revision,  the  benefits 
of  Form  S-3  and  shelf  registration  for  delayed  offerings  generally  were  not  available 
to  issuers  of  non-mortgage  related  investment  grade  asset-backed  securities.  As  a 
result,  for  example,  investment  grade  securities  backed  by  small  business  loans  or 
credit  card  receivables  generally  could  not  be  registered  for  sale  on  a  delayed  basis, 
and  sold  as  market  conditions  warrant.  The  revisions  to  Form  S-3  removed  unnec- 
essary regulatory  obstacles  to  the  raising  of  capital  and  should  reduce  the  costs  of 
securitizing  a  variety  of  financial  assets,  including  pools  of  small  business  loans.  By 
utilizing  proven  techniques  of  securitization  that  have  been  developed  in  connection 
with  mortgage-backed  securities,  the  Commission  has  sought  to  enhance  signifi- 
cantly liquidity  for  lenders  to  small  businesses. 

Other  Commission  Small  Business  Initiatives 
1933  Act— Amendment  of  Regulation  A 

Regulation  A  under  the  1933  Act  exempts  small  public  offerings  from  the  registra- 
tion provisions  of  that  Act.26  Last  year,  the  Commission  amended  Regulation  A  to 
raise  the  size  limit  for  an  offering  using  this  simplified  process  from  $1.5  million 
to  $5  million.27  In  the  year  since  this  change  was  adopted  on  August  13,  1992,  the 
volume  of  Regulation  A  offerings  nearly  quintupled  to  $200  million,  compared  with 
$42  million  before  the  Commission's  action.28  At  the  same  time,  the  Commission 
took  action  to  allow  an  issuer  to  use  a  "test  the  waters"  document  to  assess  interest 
in  its  securities  before  complying  with  the  mandated  disclosure  requirements.29 

The  Commission  also  amended  Rule  504  of  Regulation  D  to  allow  companies  not 
yet  registered  under  the  1934  Act  to  offer  up  to  $1  million  of  unrestricted  securities 
each  year  through  a  general  solicitation  without  Federal  registration  or  a  Federal 
requirement  that  the  offering  be  registered  in  the  relevant  States.  Previously,  Rule 
504  did  not  permit  the  general  solicitation  of  investors.  Further,  unless  the  securi- 
ties were  registered  with  the  relevant  States,  they  were  not  freely  transferable  by 
the  investor,  and  the  issuer  was  limited  to  offering  $500,000  of  unrestricted  securi- 
ties each  year.  Since  the  amendments  to  Rule  504  in  August  1992  through  June 
1993,  more  than  1,300  offerings  involving  nearly  $400  million  have  been  made,  most 
of  which  came  from  small  business.30 

Small  Business  Registration 

The  Commission  adopted  an  integrated  registration  and  reporting  system  under 
the  1933  Act  and  the  1934  Act  for  use  by  "small  business  issuers."31  For  purposes 
of  this  system,  small  business  issuers  generally  include  those  issuers  with  annual 
revenues  of  less  than  $25  million  and  whose  public  float  (the  market  value  of  voting 
securities  held  by  non-affiliates)  does  not  exceed  $25  million.32  The  Commission  dra- 
matically simplified  the  registration  statement  previously  used  for  small  business 
offerings,  and  removed  the  size  limit  of  $7.5  million  per  offering  (or  for  repeated  of- 
ferings during  the  succeeding  twelve  months  following  an  initial  public  offering). 
Since  the  new  "SB-2"  form  replaced  the  old  S-18  and  offering  limits  were  removed 
in  August  1992,  260  offerings  covering  a  total  of  $2.67  billion  have  been  registered 
with  the  Commission  by  small  businesses.  This  integrated  system  also  allows  small 
business  to  satisfy  their  periodic  reporting  requirements  under  the  Exchange  Act  on 
new  simplified  forms  designed  expressly  for  small  businesses  (Forms  10-KSB  and 
10-QSB).33 


26  Id.  at  48976. 

26 17  C.F.R.  §§230.251-263. 

27  Small  Business  Initiatives,  Securities  Act  Release  No.  6949  (July  30,  1992),  57  FR  36442, 
36468  (Aug.  13,  1992). 

28  Comparing  filings  made  under  Regulation  A  during  the  periods  of  August  13,  1992  through 
August  13,  1993,  and  August  13,  1991  through  August  13,  1992,  respectively. 

29  Id.  at  36476,  36496,  36470. 

30  During  calendar  year  1991,  there  were  1,259  Rule  504  offerings  covering  $377  million  worth 
of  securities.  For  calendar  year  1992,  there  were  1,470  Rule  504  offerings  for  $434.7  million. 

31  Id.  at  36450. 

32  Id.  at  36472. 

3?ta  at  36473,  36498. 
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Conclusion 

S.  384  represents  an  effort  to  facilitate  the  small  business  lending  market  by  re- 
ducing, removing  or  modifying  a  broad  array  of  regulations  which  might  be  imped- 
ing the  development  of  securitization  and  a  more  established  secondary  market  for 
small  business  loans. 

The  Commission  believes  that  the  investor  protections  provided  by  the  Federal  se- 
curities laws  are  not  affected  by  S.384.34  S.384  proposes  modest  changes  to  the 
1934  Act,  modeled  on  SMMEA,  to  facilitate  the  development  of  a  forward  trading 
market  in  small  business  related  securities.  Like  SMMEA,  S.  384  confers  on  the 
Commission  and  the  FRB  the  authority  to  change  the  margin  and  security  delivery 
provisions  to  address  abuses  that  may  arise.  To  date,  the  Commission  has  not  had 
to  resort  to  such  rulemaking. 

We  note  that  issuers  of  small  business  related  securities  would  continue  to  be  re- 
quired to  register  such  securities  under  the  1933  Act,  unless  an  exemption  from 
such  registration  were  applicable.  Furthermore,  small  business  related  securities 
would  not  be  "exempted  securities"  under  the  1934  Act,  and  therefore  only  reg- 
istered broker-dealers,  who  are  subject  to  regulation  and  supervision  by  the  Com- 
mission, could  act  as  dealers  in  such  securities.35  Finally,  the  antifraud  provisions 
of  the  Federal  securities  laws  would  continue  to  apply  to  all  transactions  in  small 
business  related  securities. 

Based  on  its  experience  with  SMMEA,  the  Commission's  authority  to  act  to  ad- 
dress abuses  that  may  arise,  and  the  continuing  application  of  registration  and  anti- 
fraud  provisions  of  the  Federal  securities  laws  to  offerings  of  small  business  related 
securities,  the  Commission  supports  the  proposed  amendments  to  the  Federal  secu- 
rities laws  included  in  S.  384. 

Thank  you  for  inviting  the  Commission  to  present  its  views  to  the  Committee  re- 
garding S.  384.  I  would  be  pleased  to  respond  to  any  questions  that  the  Members 
of  the  Committee  may  have. 


TESTIMONY  OF  EDWARD  L.  YINGLENG 
The  American  Bankers  Association 

Mr.  Chairman  and  Members  of  the  Committee,  I  am  Edward  L.  Yingling,  Execu- 
tive Director  of  Government  Relations  for  the  American  Bankers  Association  (ABA). 
I  am  testifying  on  behalf  of  the  ABA  to  express  our  association's  views  on  three  leg- 
islative proposals  (S.384,  S.478,  and  S.479)  the  purposes  of  which  are  to  enhance 
and  to  increase  small  business  access  to  financing.  The  ABA  is  the  national  trade 
and  professional  association  for  America's  commercial  banks,  from  the  smallest  to 
the  largest.  ABA  members  represent  about  90  percent  of  the  industry's  total  assets. 
Approximately  94  percent  of  our  members  are  community  banks  with  assets  of  less 
than  $500  million. 

I  welcome  the  opportunity  to  present  ABA's  views  on  small  businesses  access  to 
financing,  because,  in  many  ways,  the  commercial  banking  industry  views  the  small 
business  as  its  most  important  customer.  We  congratulate  you,  Mr.  Chairman,  Sen- 
ator D'Amato,  and  the  other  Members  of  the  Committee  for  the  attention  you  are 
giving  this  important  area  and  for  the  innovative  approaches  you  have  put  forward 
for  discussion.  The  ABA  believes  that  several  proposals  pending  before  this  Commit- 
tee are  worthy  of  support  as  a  means  of  enhancing  banks  ability  to  lend  to  small 
business.  At  the  same  time,  however,  we  caution  against  viewing  any  one  of  them 
as  a  panacea  for  providing  much  needed  financing  to  marginal  and  start-up  small 
businesses. 

A.  Importance  of  Small  Business  to  the  Economy 

As  you  are  well  aware,  Mr.  Chairman,  small  businesses  employ  about  60  percent 
of  the  private  work  force  in  this  country  and,  in  recent  years,  have  accounted  for 
nearly  all  of  the  economy's  net  job  growth — with  most  of  the  new  jobs  being  created 
by  firms  with  fewer  than  twenty  employees.  Small  businesses  produce  about  40  per- 


34  The  Commission  is  aware  of  a  trend  in  registered  structured  financing  transactions  toward 
marketing  efforts  directed  at  retail  investors.  We  are  mindful  of  the  suitability  concerns  relating 
to  this  development. 

38  However,  the  Commission  notes  that  it  may  be  possible  for  national  banks  (which  are  ex- 
empt from  broker-dealer  regulation  pursuant  to  the  1934  Act)  to  participate  in  the  underwriting 
of  small  business  related  securities  as  a  result  of  the  decision  in  Securities  lndust.  Ass'n  v. 
Clarke,  703  F.  Supp.  256  (S.D.N. Y.)  vacated,  885  F.  2d  (2d  Cir.  1989),  cert  denied,  493  U.S.  1070 
(1990). 
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cent  of  our  gross  national  product  and  50  percent  of  the  total  output  of  the  private 
sector. 

B.  Bank  Lending  is  Critical  for  Small  Business 

For  small  businesses,  bank  financing  remains  vital.  Both  the  start-up  of  new  busi- 
ness ventures  and  the  expansion  of  existing  ones  depend  heavily  on  the  availability 
of  bank  credit.  Banks  credit  helps  small  businesses  get  started,  and  helps  all  busi- 
nesses, large  and  small,  grow  and  prosper.  For  example,  according  to  a  recent  sur- 
vey by  Arthur  Anderson  and  National  Small  Business  United,  new  businesses  get 
more  than  a  quarter  of  their  start-up  funding  from  direct  bank  loans;  indirectly, 
home  equity  and  other  personal  loans  provide  another  important  source  of  start-up 
funds  for  new  businesses. 

The  Arthur  Anderson  survey  also  found  that  banks  are  the  single  most  important 
source  of  both  short-  and  long-term  funding.  In  fact,  because  banks  are  likely  to  be 
the  source  of  the  credit  extended  to  small  lousinesses  by  vendors,  credit  cards  and 
leasing  operations,  banks  are  probably  the  ultimate  providers  of  most  of  the  short- 
term  credit  to  small  business. 

C.  Small  Business  Lending  is  Different  from  Other  Types  of  Loans 

We  believe  that  it  is  very  important  to  understand  the  uniqueness  of  small  busi- 
ness lending  if  we  are  going  to  develop  workable  approaches  to  enhancing  the  avail- 
ability of  small  business  credit.  Most  important,  unlike  most  loans  we  see  as  con- 
sumers— namely  home,  auto,  and  credit  cards — the  process  of  small  business  lend- 
ing is  not  standardized  and  cannot  effectively  be  completely  standardized  without 
potentially  damaging  and  unforeseen  economic  consequences. 

For  the  most  part,  small  business  lending  can  be  characterized  as  a  relationship 
style  of  lending.  A  banker  establishes  a  close  working  relationship  with  the  small 
business  borrower  and  develops  a  thorough  understanding  of  the  borrower's  busi- 
ness, management  ability  and  financial  needs.  Many  times,  these  individuals  and 
their  businesses  do  not  possess  textbook  prerequisite  financial  qualifications  for  a 
standard  loan.  Ideally,  a  banker  will  use  his  or  her  own  judgment  to  provide  an  in- 
dividual with  a  loan  based  upon  an  analysis  of  likely  repayment.  This  is  the  very 
essence  of  small  business  lending.  One  big  problem  is  that  in  the  current  regulatory 
environment,  unfortunately,  a  banker  is  often  not  allowed  to  use  his  or  her  experi- 
enced judgment  because  bank  regulations — and  the  way  they  are  being  imple- 
mented— will  not  allow  it.  This  is  a  concern  that  Members  of  this  Committee,  the 
Administration,  and  regulators  are  working  to  address,  and  we  will  continue  to 
work  with  you  on  this  important  subject. 

D.  Limitations  on  the  Ability  to  Create  a  Secondary  Market 

In  recent  months,  there  has  been  considerable  discussion  within  the  Administra- 
tion, as  well  as  on  Capitol  Hill,  about  the  need  to  find  appropriate  solutions  to  this 
small  business  problem.  The  ABA  certainly  supports  these  efforts.  At  the  same  time, 
however,  we  are  concerned  that  the  limitations  of  some  of  these  proposals,  including 
the  development  of  a  small  business  secondary  market,  be  clearly  understood  and 
that  the  possible  counterproductive  effect  of  others  be  thought  through  before  action 
is  taken. 

Some  believe  that  the  success  of  secondary  markets  for  residential  mortgages  can 
be  transferred  in  some  form  directly  to  the  small  business  market.  The  unique  na- 
ture of  small  business  loans  makes  such  a  transfer  highly  improbable.  Unlike  the 
homogeneous  nature  of  residential  mortgages,  the  financial  needs  of  small  busi- 
nesses are  as  varied  as  their  products  and  the  markets  they  serve.  Furthermore, 
unlike  residential  mortgages,  many  small  business  loans  are  secured  by  inventory 
and  trade  receivables.  This  type  of  fluid  collateral  would  be  either  unacceptable  to 
most  investors  or  so  costly  to  monitor  as  to  prohibit  effective  securitization.  Con- 
sequently, for  example,  a  Government  Sponsored  Enterprise  (GSE)  could  not  accept 
loans  with  such  collateral  in  their  pools  for  securitization.  In  the  end,  the  only  types 
of  small  businesses  that  would  have  the  proper  collateral  and  credit  history  to  qual- 
ify as  candidates  for  securitization  by  a  GSE  are  those  businesses  which  can  qualify 
for  credit  today. 

In  fact,  many  bankers  believe  a  secondary  market  on  the  scale  of  a  Government 
Sponsored  Enterprise,  by  encouraging  standardization  in  the  marketplace,  will  actu- 
ally hurt  the  marginally  qualified  small  business  borrower.  Clearly,  the  standardiza- 
tion process  for  small  business  securitization  is  much  more  extensive  and  difficult 
than  that  in  the  residential  mortgage  markets  because  of  the  "relationship  lending" 
nature  of  small  business  credit  decisions.  Yet,  it  is  now  recognized  by  lenders  and 
community  groups  alike  that  a  side  effect  of  the  government-sponsored  secondary 
market  for  residential  mortgages  was  that  some  marginal  borrowers — particularly 
low-income    and    minority   borrowers — were   harmed   because   they   didn't   fit   the 
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"standard."  This  Committee,  the  GSE's,  the  banking  industry,  and  others  are  mov- 
ing to  deal  with  this  problem  by  putting  more  flexibility  in  the  system  for  residen- 
tial loans. 

In  addition,  an  unfortunate  byproduct  that  might  result  is  that  borrowers  who  are 
creditworthy  today,  yet  are  not  readily  standardized,  could  be  perceived  in  the  fu- 
ture as  costly-to-process,  non-conforming,  and  even  high-risk.  The  primary  point  is 
that  a  major  standardization  of  the  small  business  loan  process  would  not  only  be 
very  difficult,  it  also  could  harm  the  marginal  borrower. 

In  addition,  it  is  worth  noting  that  a  secondary  market  is  designed  primarily  to 
enhance  liquidity,  not  to  enhance  the  creditworthiness  of  the  borrowers  it  is  de- 
signed to  serve.  Simply  put,  the  borrowers  must  be  creditworthy.  To  a  large  degree, 
a  secondary  market  would  only  be  used  with  respect  to  loans  which  are  already 
being  made  today.  Consequently,  development  of  a  large  secondary  market  would 
not  significantly  improve  a  banker's  ability  to  lend  to  those  borrowers  currently  hav- 
ing trouble  obtaining  credit.  Fortunately,  the  proposals  which  are  the  subject  of  this 
hearing  today  do  not  call  for  such  major  standardization  and  would  not  suffer  from 
these  potential  problems. 

Even  if  the  standardization  hurdle  could  be  overcome  or  substantially  mitigated 
in  the  marketplace,  other  variables  will  continue  to  make  establishing  a  small  T>usi- 
ness  secondary  market  formidable.  A  number  of  financial  institutions  which  have 
been  working  privately  for  several  years  to  determine  the  feasibility  of  small-  and 
medium-size  business  loan  securitization  continue  to  be  frustrated  by  certain  im- 
pediments. For  example,  small-  and  medium-size  business  loans  lack  a  commonality 
of  risk/return  factors  acceptable  among  most  discerning  investors.  In  addition,  risk 
rating  standards  vary  from  institution  to  institution,  hased  upon  normal  discrep- 
ancies in  their  acceptable  levels  of  risk.  And  most  important,  the  marketplace  lacks 
the  clearly  defined  historical  loss  rates  among  various  small-  and  medium-size  busi- 
ness loans,  which  is  critical  to  developing,  packaging  and  selling  marketable  securi- 
ties. 

E.  Problems  in  Financing  Small  Business 

Although  fierce  competition  exists  among  financial  institutions  in  pursuit  of  cred- 
itworthy small  business  customers,  a  two-part  problem  affecting  small  business 
lending  does  persist.  First,  there  is  the  problem  caused  by  excessive  regulatory  costs 
and  restrictions  on  bank  lending  to  small  business.  Second,  there  is  the  inability  of 
banks  to  lend  to  marginal  and  start-up  small  business  ventures  with  insufficient  eq- 
uity capital,  collateral,  and/or  business  experience  to  qualify  adequate  financing. 

The  Administration  is  attempting  to  address  the  first  aspect  of  this  problem — ex- 
cessive regulatory  costs  and  restrictions — by  administratively  modifying  some  regu- 
lations applying  to  small  business.  In  addition,  the  ABA  is  supporting  S.  265,  the 
Economic  Growth  and  Regulatory  Paperwork  Reduction  Act  of  1993,  and  other  bills, 
including  Senator  D'Amato's  efforts,  which  are  designed  to  reduce  the  excessive  pa- 
perwork burden  on  the  banking  industry  and  alleviate  the  negative  regulatory  envi- 
ronment which  has  made  it  more  difficult  for  experienced  bankers  to  lend  to  small 
businesses.  We  appreciate  the  attention  Members  of  this  Committee  are  giving  to 
this  issue,  and  we  hope  to  continue  working  with  you  to  review  regulations  to  see 
which  can  be  modified  without  undermining  bank  safety  and  soundness  and 
consumer  protections. 

However,  even  these  important  efforts  do  not  significantly  address  the  second  part 
of  the  problem  mentioned  above — the  inability  of  banks  to  lend  to  marginal  and 
start-up  small  business  ventures  which  do  not  currently  qualify  for  credit.  It  is  for 
these  types  of  small  businesses  which  lack  the  financial  capability  to  qualify  for 
credit  required  by  banks,  and  by  bank  regulators,  that  creative  financing  solutions 
involving  government  support  must  be  sought. 

F.  ABA  Supports  Pending  Legislation 

While,  as  discussed  above,  there  are  significant  problems  and  issues  that  need  to 
be  clearly  understood  in  facilitating  small  business  financing  through  secondary 
markets,  that  does  not  mean  that  positive  steps  cannot  be  taken.  As  financial  insti- 
tutions continue  to  analyze  the  complex  dynamics  of  the  small  business  market, 
they  readily  welcome  efforts  to  remove  artificial  barriers  in  order  to  let  the  private 
markets  explore  niches  for  small  business  loan  securitization.  One  such  approach 
that  ABA  believes  may  assist  private  securitization  efforts  is  contained  in  S.  384, 
"The  Small  Business  Loan  Securitization  and  Secondary  Market  Enforcement  Act," 
introduced  by  Senator  D'Amato  and  cosponsored  by  a  bi-partisan  group  of  Senators. 

This  legislation,  as  introduced,  would  remove  present  barriers  in  securities,  bank- 
ing, pension,  and  tax  law  that  have  deterred  experimentation  in  the  development 
of  a  private  secondary  market  for  business  loans.  The  bill  would  modify  Federal 
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banking  and  State  investment  laws  so  that  banks  can  invest  in  these  types  of  secu- 
rities. (The  legislation  does  not  go  further  and  allow  banking  institutions  to  under- 
write these  securities,  except  those  originated  by  their  own  institution.  We  continue 
to  believe  that  the  business  sector  would  be  best  served  if  banks  were  permitted  to 
more  broadly  participate  in  the  underwriting.  We  hope  the  Committee  will  consider 
this  issue  as  it  moves  forward  on  the  bill.)  Very  important  is  the  provision  which 
would  direct  the  Secretary  of  the  Treasury  to  clarify  the  tax  rules  relating  to  these 
securities.  This  provision  is  based  on  the  1986  Congressional  action  on  the  sale  of 
mortgage  backed  securities — generally  known  as  the  REMIC  rules. 

The  most  important  provision  for  commercial  banks  in  S.  384  is  the  capital  provi- 
sions with  respect  to  loans  sold  with  certain  rights  of  recourse.  As  written,  the  bill 
provides  that  only  an  amount  of  capital  sufficient  to  meet  an  institution's  reasonable 
estimate  of  liability  under  a  recourse  arrangement  would  be  necessary.  We  believe 
that  this  use  of  GAAP  accounting  rules — removing  the  need  to  hold  excessive 
amounts  of  capital  against  sold  loans — is  both  fair  and  prudent  in  the  development 
of  a  private  secondary  market. 

In  recent  months,  some  draft  proposals  have  been  circulated  by  regulators  which 
seek  to  amend  the  capital  provisions  of  S.  384  in  ways  that  we  believe  would  under- 
mine private  efforts  to  securitize  small  business  loans.  The  ABA  strongly  supports 
solid,  clear  rules  on  capital,  but  some  of  these  proposals  do,  in  our  opinion,  cause 
problems.  What  we  have  here  is  a  rather  technical  discussion  about  the  amount  of 
capital  needed  for  loans  sold  into  the  secondary  market.  An  unworkable  rule,  how- 
ever, will  negate  the  very  purpose  of  the  bill.  However,  we  are  optimistic  that  a 
workable  approach,  protecting  safety  and  soundness  and  supporting  the  purpose  of 
the  bill,  can  be  worked  out.  We  pledge  to  keep  working  with  the  Committee  staff, 
the  regulators,  and  the  Administration  to  that  end.  It  is  our  hope  that  agreements 
can  be  reached  among  all  parties  concerned  in  a  manner  that  will  allow  private 
securitization  efforts  to  go  forward. 

We  commend  Senator  D'Amato  and  his  colleagues  for  putting  forth  an  innovative 
proposal  which  would  allow  a  private  secondary  market  to  develop  for  small  busi- 
ness loans  where  it  is  feasible.  This  proposal  seeks  to  accomplish  this  without  un- 
dermining safety  and  soundness  or  consumer  protections  and  without  taxpayer  sup- 
port— a  winning  situation  for  everyone. 

Another  proposal  pending  before  this  Committee  which  seeks  to  increase  funding 
to  small  business  in  an  innovative  way  without  using  Federal  dollars  is  S.479,  the 
Small  Business  Incentive  Act  of  1993,  introduced  by  Senator  Dodd  and  others.  The 
purpose  of  this  legislation  is  to  lower  the  cost  oi  borrowings  and  thereby  foster 
growth  of  small  business.  Among  other  provisions,  the  legislation  creates  a  number 
of  exemptions  from  the  Investment  Company  Act  of  1940  for  companies  investing 
in  small  businesses. 

Mr.  Chairman,  we  are  certainly  supportive  of  the  purpose  of  S.479.  There  are 
areas  within  the  securities  laws  which  should  be  reviewed  to  see  if  changes  can  be 
made  which  would  facilitate  financing  for  small  business  without  undermining  in- 
vestor protection.  However,  we  would  want  to  work  with  the  Committee  to  ensure 
the  proper  investor  protections  are  not  unintentionally  undermined.  In  his  introduc- 
tory statement  on  March  2,  1993,  Senator  Dodd  stated,  "Representatives  of  the  reg- 
ulated mutual  fund  industry  have  urged  us  to  move  cautiously  in  this  area,  and  we 
will  listen  carefully  to  what  they  have  to  say."  On  a  preliminary  basis,  we  see  some 
of  the  same  concerns,  but,  again,  we  would  be  willing  to  work  with  the  Committee 
to  analyze  any  potential  problems. 

In  addition  to  assisting  private  efforts  to  enhance  the  small  business  credit  avail- 
ability, ABA  believes  that  there  is  a  place  for  the  Federal  Government  in  small  busi- 
ness lending — to  focus  on  the  marginal  borrowers  who  may  not  qualify  for  a  loan 
without  assistance.  That  is  why  the  ABA  is  a  strong  supporter  of  the  very  popular 
Small  Business  Administration  guaranteed  lending  programs.  Moreover,  we  believe 
that  establishing  additional  public/private  partnerships  for  the  purpose  of  assisting 
marginal  small  business  borrowers  could  prove  beneficial. 

One  such  approach  which  we  support  is  the  Small  Business  Capital  Enhancement 
Act  of  1993  (S.  478),  introduced  by  Chairman  Riegle.  Under  this  legislation,  the  Fed- 
eral Government  and  participating  States  would  equally  provide  matching  funds  to 
reserves  paid  by  small  businesses  and  their  lenders  into  a  State-controlled  loss  re- 
serve fund.  Specifically,  this  legislation  provides  that  at  a  minimum,  total  contribu- 
tions into  the  reserve  fund  by  the  borrower  and  the  banker  would  be  3  percent  of 
the  loan  amount.  The  maximum  contribution  would  be  7  percent  of  the  loan  amount. 
In  return  for  this  contribution,  bank  losses  on  loans  participating  in  the  program 
would  be  reimbursed  by  the  State  and  the  Federal  Government. 

A  very  positive  feature  of  this  proposal  is  that  it  is  to  be  administered  at  the  State 
level,  providing  necessary  flexibility  in  recognition  of  diverse  small  business  needs 
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on  the  State  and  local  level.  Flexibility  is  paramount  in  small  business  lending.  The 
closer  the  administration  of  such  a  program  is  to  both  the  borrower  and  the  lender, 
the  greater  the  likelihood  for  active  participation,  and  the  greater  the  chances  for 
long-term  success. 

Mr.  Chairman,  as  you  are  well  aware,  this  concept  is  currently  being  tried  on  a 
local  level  in  a  number  of  States  and  cities,  including  Michigan,  Connecticut,  and 
Utah,  as  well  as  New  York  City.  We  have  talked  with  bankers  in  those  States  that 
are  trying  this  approach,  and  they  believe  this  approach  has  real  potential  to  en- 
hance lending  to  small  businesses.  In  fact,  the  $50  million  authorized  under  this  bill 
has  the  potential  to  result  in  more  than  $2  billion  in  small  business  loans  that  can- 
not be  made  today.  Clearly,  this  type  of  program's  potential  return  on  investment 
in  terms  of  creating  small  business  jobs  and  establishing  long-standing  productive 
businesses  would  be  more  than  cost  effective  and  deserves  our  support. 

Conclusion 

In  conclusion,  Mr.  Chairman,  let  me  again  congratulate  you  and  the  Members  of 
this  Committee  in  taking  the  lead  in  proposing  innovative  ways  to  enhance  small 
business  lending.  The  creation  of  new  financial  markets  and  products  is  a  lengthy, 
difficult,  and  uncertain  endeavor,  with  many  more  questions  than  answers  available 
at  the  onset.  In  the  end,  we  believe  that  legislative  proposals  discussed  in  this  testi- 
mony have  the  potential  to  provide  an  immediate  impact  on  small  business  credit 
availability  and  to  provide  long-term  dividends  in  terms  of  job  creation  and  eco- 
nomic growth. 

Thank  you  for  the  opportunity  to  appear  here  today.  I  will  be  happy  to  answer 
any  question  you  may  have. 


TESTIMONY  OF  BRADFORD  T.  NORDHOLM 
President,  Cooperative  Funding  Corporation 

Good  morning.  My  name  is  Brad  Nordholm.  I  am  President  of  Cooperative  Fund- 
ing Corporation,  the  capital  markets  subsidiary  of  the  National  Cooperative  Bank. 
I  also  am  Corporate  Vice  President  of  National  Cooperative  Bank  in  charge  of  coop- 
erative business  lending.  I  am  delighted  to  have  the  opportunity  to  appear  before 
you  to  testify  on  S.  384  and  related  proposals  that  seek  to  expand  the  access  of  small 
business  to  capital  through  the  development  of  a  secondary  market  in  small  busi- 
ness loans. 

National  Cooperative  Bank  applauds  your  effort  to  find  ways  to  stimulate  small 
business  lending  and  ameliorate  the  credit  crunch  by  removing  some  of  the  regu- 
latory barriers  to  banks  and  by  providing  incentives  for  securitization  of  small  and 
middle  market  loans.  Indeed,  our  mission  is  to  spur  economic  growth  and  develop- 
ment by  providing  increased  access  to  credit  and  to  the  capital  markets  for  coopera- 
tive enterprises.  I  want  to  make  clear  at  the  outset  that  we  welcome  all  competitors 
toward  this  end.  Securitization  is  a  promising  area  in  which  we  have  already  been 
innovators,  and  I  will  describe  our  efforts  for  you  in  a  moment. 

Before  I  do  so  and  comment  on  specific  approaches,  I  would  like  to  say  that,  if 
there  is  anything  I  have  learned  in  lending  to  cooperative  businesses,  it  is  that  there 
is  no  magic  "silver  bullet"  to  assure  competitive  survival,  stimulate  job  creation  or 
solve  community  development  problems.  Lenders  to  cooperative  enterprises  have  to 
be  both  creative  and  flexible  in  judgment.  The  same  applies  to  small  business  lend- 
ing. I  would  also  say  that,  perhaps,  the  most  enduring  strength  of  cooperatives  is 
the  inherent  emphasis  on  long-term  customer  relationships  and  commitments — 
which  is  also  the  cornerstone  of  viable  small  business  lending.  In  that  spirit  of  cre- 
ativity, flexibility  and  relationship-building,  I  offer  my  remarks  on  ways  to  improve 
the  small  business  lending  process. 

National  Cooperative  Bank 

National  Cooperative  Bank  and  its  subsidiaries,  NCB  Mortgage  Corporation  and 
Cooperative  Funding  Corporation,  and  its  small  business  and  affordable  housing  de- 
velopment affiliate,  NCB  Development  Corporation,  promote  ownership  opportuni- 
ties nationwide  by  providing  seed,  equity  and  debt  capital  to  cooperatively-struc- 
tured corporations.  We  also  offer  numerous  advisory  services  related  to  both  cooper- 
ative development  and  capital  markets  access. 

Our  expertise  in  securitization  comes  from  our  leadership  in: 

•  Securitizing  affordable  housing  loans.  In  1992,  we  completed  a  first-ever 
securitization  of  cooperatively-owned  mobile  home  park  mortgages.  In  July  of  this 
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year  we  successfully  completed  the  first-ever  securitization  of  affordable  housing 
mortgages,  the  Mortgage  Investment  in  Low-Income  Communities  Security  (M3LC), 
a  pioneering  effort  to  increase  the  flow  of  capital  into  affordable  housing  nationwide 
applauded  by  HUD  Secretary  Henry  Cisneros.  In  our  short  history,  we  have 
securitized  more  than  50%  of  our  cooperative  loans  serving  more  than  25,000  low 
income  families. 

•  Providing  advisory  and  banking  services  to  commercial  cooperatives  securitizing 
consumer  and  small  business  loans.  The  objective  of  our  efforts  has  been  to  increase 
the  turnover  of  the  loans,  increasing  the  amount  of  financing  provided  to  their  mem- 
bers whose  businesses  are  not  fully  understood  by  traditional  financial  institutions. 
During  the  first  half  of  '93,  we  have  advised  six  cooperatives  with  over  $600  million 
of  loans  extended  to  over  3,000  small  businesses. 

•  Developing  our  own  market  for  securitizing  cooperative  housing  loans  over  a 
seven  year  period.  Securitization  has  both  dramatically  improved  the  availability 
and  price  of  credit  to  our  customers  while  helping  us  achieve  a  sustainable  market 
position.  Since  NCB  completed  the  first-ever  securitization  of  any  cooperative  loan 
in  '86,  we  have  securitized  over  $700  million  of  cooperative  loans  benefiting  over 
100,000  families  nationwide. 

As  an  institution,  we  will  be  involved  in  nearly  $400  million  in  securitizations  this 
year — still  small  by  many  standards — but  a  rapidly  growing  number  which  is  very 
significant  when  you  consider  that  1)  we  don't  use  any  government  agencies  as  con- 
duits or  government  guarantee  of  our  obligations;  2)  the  underlying  assets  are  not 
"investment  grade";  and  3)  we  use  cooperative  models  and  serve  cooperatively-orga- 
nized corporations  exclusively. 

What  we  have  learned  in  both  areas — cooperative  housing  and  cooperative  busi- 
ness— should  come  as  no  surprise  to  this  Committee:  there  is  a  beneficial  impact  of 
securitization  both  on  credit  availability  and  price. 

From  our  own  experience,  let  me  cite  that: 

•  In  New  York  City,  in  the  cooperative  housing  loan  programs  we  have 
securitized,  interest  rates  to  the  borrower  have  been  reduced  more  than  125  basis 
points. 

•  In  some  of  our  affordable  housing  initiatives,  while  it  is  too  early  to  see  a  drop 
in  rates,  we  have  seen  a  substantial  freeing-up  of  more  money  for  longer  term,  bet- 
ter term  loans  than  would  otherwise  have  been  the  case. 

•  In  some  cooperative  businesses,  the  ability  to  securitize  loans  made  to  small 
businesses  has  increased  the  availability  of  credit  many-fold.  One  cooperative,  for 
example,  has  increased  its  volume  of  lending  by  a  factor  of  four  because  of  its  ability 
to  securitize. 

The  Practical  Outlook 

There  are  many  practical  questions  that  have  been  raised  about  the  efficiency  and 
efficacy  of  securitization  of  small  business  loans.  Questions  are  raised  because  these 
loans  are  non-uniform,  they  have  no  quantifiable  historical  default  rate,  they  are 
more  difficult  to  "risk"  rate,  and  documentation  and  standardization  may  therefore 
be  tricky  issues. 

In  considering  these  questions,  it  is  important  to  recall  that  securitization  of  non- 
mortgage  assets  only  began  in  1985.  Auto  loans  were  securitized  in  '85,  credit  cards 
in  late  '87,  and  since  then,  junk  bonds,  LBO  loans,  equipment  leases  and,  now, 
small  business  loans. 

Let  me  offer  you  a  few  examples  of  successful  developments  in  the  small  business 
loan  sector: 

•  In  the  absence  of  a  Velda  Sue,  there  was  recently  a  public  issue,  the  TMS  SBA 
Small  Business  Loan  Master  Trust,  issued  by  The  Money  Store,  which  securitized 
approximately  $76  million  of  the  unguaranteed  portions  of  loans  originated  under 
the  SBA  7(a)  program.  The  SBA  provides  guarantees  for  some  of  these  and  the  guar- 
anteed portions  are  easily  pooled  and  placed  in  the  secondary  markets  and  nave 
been  since  1975.  The  unguaranteed  portions  are  placed  through  the  asset-backed 
market. 

•  Another  example  addresses  another  segment  of  the  small  business  sector:  busi- 
nesses which  are  too  established  to  qualify  for  SBA  loans  but  are  too  small  or  lack 
the  creditworthiness  to  be  bankable  credits.  The  Fremont  Master  Trust,  created  by 
Fremont  Financial  on  the  West  coast,  handles  this  issue.  Fremont  is  an  asset-based 
lender  which  securitized  $200  million  of  its  revolving  credit  line  advances  to  small 
businesses.  The  advances  are  secured  by  trade  receivables,  inventory  and  a  small 
amount  of  equipment  loans.  This  deal  is  rated  AAA  by  Duff  and  Phelps  and  rep- 
resents the  first  of  its  kind  in  the  public  market. 
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•  A  third  example  of  securitization,  even  more  established,  is  in  the  equipment 
leasing  industry.  Equipment  lessors  have  traditionally  been  dependent  upon  com- 
mercial banks,  institutional  investors  and  others  for  their  funding.  This,  I  believe, 
has  encouraged  them  to  be  more  receptive  to  third  party  demands  for  more  stand- 
ardized documentation  and  more  creative  in  exploring  alternative  funding  sources. 
During  the  last  three  years  there  have  been  many  successful  securitizations  of 
small-  and  middle-market  business  lease  portfolios  by  innovative  leasing  companies 
such  as  Comdisco  and  Copelco. 

•  A  final  example  is  that  during  the  past  five  years  nearly  three  dozen  special- 
purpose  cooperative  corporations  have  been  formed  to  do  small  business  lending 
witn  about  20  percent  having  the  expressed  goal  of  accessing  the  capital  markets 
using  securitization  techniques.  These  corporations  were  formed  and  owned  by 
groups  of  between  20  and  1,000  small  businesses  in  the  food,  furniture,  heavy  equip- 
ment, finance,  health  care  and  other  industries. 

From  these  examples,  I'd  like  to  highlight  two  critical  observations:  1)  that  most 
types  of  small  business  credit  are  beginning  to  be  securitized — revolving  lines 
backed  by  receivables  and  inventory,  intermediate  term  loans  and  leases  backed  by 
equipment  and  longer-term  real  estate  loans,  and,  2)  that  efficient  conduits  must 
develop  in  order  to  facilitate  securitization,  conduits  that  can  bring  a  minimum  of 
$10-25  million,  preferably  $100  million  of  homogeneous  financial  assets,  with  good 
performance  statistics  on  both  the  ultimate  borrowers,  conduit  and  servicer.  Fur- 
thermore, cooperatives  are  being  organized  by  small  businesses  as  conduits  so  that 
small  businesses  can  realize  the  benefits  of  securitization  while  bypassing  the  com- 
mercial banking  industry. 

So,  is  securitization  of  small  business  loans  possible?  My  answer  is:  "ABSO- 
LUTELY!" And,  even  absent  legislation,  we  will  see  new  private  conduits  that  will 
succeed  in  securitizing  more  types  of  small  business  loans,  and,  by  their  success,  set 
standards  that  will  support  further  securitization  activity  and  broaden  both  the  in- 
terest of  originators  and  investors.  It  is  an  important  part  of  our  plan  at  National 
Cooperative  Bank  to  be  both  an  efficient  conduit  and  an  investment  banker  to  new 
cooperative  conduits  organized  for  the  benefit  of  our  customers. 

Commercial  Banking  Role 

Meanwhile,  commercial  banks  have  precisely  the  same  opportunity  to  form  and 
control  conduits  for  the  purpose  of  assembling  the  critical  mass  of  loans.  A  recent 
study  of  the  Association  of  Reserve  City  Bankers  pointed  out  that  banks  will  con- 
tinue to  see  a  steady  erosion  of  their  share  of  the  small  business  market.  In  my 
opinion,  securitization  is  one  of  relatively  few  financing  techniques  that  holds  the 
promise  of  slowing,  if  not  reversing,  that  unfortunate  trend. 

S.  384  gives  banks  the  tools  they  may  have  been  lacking:  alleviation  of  the  regu- 
latory burden  and  favorable  tax  advantages.  In  addition  to  regulatory  changes,  this 
may  be  an  important  catalyst  for  banks  to  profit  from  "unbundling"  their  functions 
of  originating,  underwriting,  closing  and  documenting,  funding  and  servicing  a  loan 
in  order  to  realize  their  comparative  advantage  and  consistently  be  in  the  small 
business  loan  market.  That's  the  link  between  community  service  and  profitability 
that  non-bank  financial  institutions  have  exploited. 

Specifics 

With  the  above  as  background,  let  me  comment  on  the  proposed  legislation  de- 
signed to  stimulate  a  secondary  market  in  small  business  loans: 

•  I  believe  that  the  private  market  will  find  a  way  to  organize  for  securitization 
of  small  business  loans  without  risk  to  the  taxpayer — and  I  believe  this  is  the  best 
approach. 

•  I  believe  that  favorable  tax  rules — as  granted  in  the  case  of  REMICS — will  fa- 
cilitate this  process. 

•  I  believe  relaxation  of  the  securities  and  banking  laws  will  also  stimulate  small 
business  lending. 

•  I  believe  we  need  a  flexible  approach  to  risk-sharing  and  capital  rules  that 
takes  account  of  the  "riskiness"  of  amerent  enterprises — whether  it  be  start-up  vs. 
on-going,  or  entrenched  vs.  expansionary — and  that  takes  account  of  the  track 
record  of  the  originating  institution,  conduit  and  servicer. 

•  I  believe  we  need  to  encourage  the  unbundling  of  functions  necessary  to  make 
small  business  loans.  As  I've  said,  relaxation  of  regulatory  burdens  will  help  in  this 
regard. 

•  And,  I  believe  we  need  to  look  at  institutions  or  "conduits"  that  provide  the  nec- 
essary geographic  diversity  and  other  loan  profile  characteristics  needed  to  assemble 
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the  critical  mass  of  loans  and  encourage  standards  throughout  the  securitization 
process.  New  and  established  cooperatives  have  demonstrated  their  ability  to  be  ef- 
fective conduits  and  this  should  be  further  encouraged  by  making  cooperatives  eligi- 
ble for  SBA  7(a)  programs. 

In  summary,  I  endorse  S.  384  as  an  appropriate  first  step  on  the  road  to 
securitization  of  small  business  loans  that  will  enable  America's  businesses  to  tap 
the  capital  markets  and  without  taxpayer  risk  and  with  appropriate  incentives. 
Securitization  holds  the  promise  to  help  bring  more  credit  to  the  small  businesses 
that  create  the  new  jobs  and  economic  growth  within  our  communities. 

Thank  you. 


STATEMENT  OF  JAMES  G.  ZAFRIS,  JR. 
President  and  Chief  Executive  Officer,  Danvers  Savings  Bank 

Good  morning,  Mr.  Chairman,  Members  of  the  Committee,  I  am  James  G.  Zafris, 
Jr.,  Chief  Executive  Officer  of  the  Danvers  Savings  Bank.  Danvers  Savings  Bank 
is  a  $240  million  community  institution  headquartered  in  Danvers,  Massachusetts. 
I  am  appearing  today  on  behalf  of  the  Savings  &  Community  Bankers  of  America — 
our  national  trade  association  representing  more  than  2,000  community  lending  in- 
stitutions. At  Danvers  Savings  Bank,  we  are  full-scale  community  lenders.  We  lend 
to  our  community  to  maintain  and  enhance  its  economic  and  social  strength. 

I  welcome  the  opportunity  to  share  with  you  some  thoughts  on  the  likelihood  that 
securitization  of  small  business  loans  and  Federal  support  for  State  Capital  Access 
Programs  (CAP)  will  stimulate  small  business  lending.  I  have  been  a  small  business 
lender  since  the  late  1950s.  I  serve  on  the  board  of  the  Massachusetts  Thrift  Fund, 
a  program  funded  by  savings  banks  of  the  State  to  encourage  employment  by  mak- 
ing loans  to  small  companies  and  non-profits  and  am  also  a  former  recipient  of  the 
Small  Business  Administration's  Small  Business  Banker  Advocate  of  the  Year 
award. 

Community  banks,  like  ours,  are  going  to  be  most  helpful  to  businesses  just  get- 
ting off  the  ground  and  smaller  companies  with  sales  under  $10  million.  Loans  to 
businesses  of  this  size  we  consider  to  be  our  niche.  Larger  banks  may  find  these 
types  of  loans  fairly  uneconomical  to  make  and  a  typical  size  cut  off  for  mid-market 
customers  at  commercial  banks  may  be  $50  million  in  sales  revenue.  We  pride  our- 
selves on  helping  small  companies  and  nurturing  them  along. 

In  fact,  Danvers  Savings  Bank  is  the  only  mutual  savings  bank  that  I  know  of 
in  the  country  that  is  a  certified  and  preferred  Small  Business  Administration  lend- 
er. We  are  consistently  one  of  the  top  producers  of  SBA  loans  in  the  country.  The 
average-size  small  business  loan  made  by  Danvers  Savings  Bank  is  roughly 
$200,000.  Over  the  last  five  years,  we  have  made  $28  million  in  SBA  loans  to  150 
small  companies.  Fifty-four  of  these  companies  were  start-ups. 

While  it  may  be  difficult  to  quantify  in  exact  terms  the  number  of  jobs  we  have 
helped  to  create,  and  the  tax  dollars  that  have  been  generated  over  the  years,  I  can 
tell  you  about  some  of  the  businesses  we  have  helped  get  off  the  ground.  The  type 
of  loans  we  have  made  cover  the  entire  spectrum.  Five  years  ago  we  made  a  loan 
to  a  pasta  and  sauce  maker  located  in  Chelsea,  Massachusetts,  a  relatively  poor 
suburb  of  Boston.  That  company  now  has  nationwide  distribution,  employs  110  peo- 
ple, and  runs  three  shifts  working  seven  days  a  week  in  a  community  that  des- 
perately needs  to  generate  and  keep  jobs. 

We  have  loaned  money  to  retail  stores,  medical  groups,  bargain  outlet  stores,  fit- 
ness centers,  video  stores,  a  hair  academy,  a  cellular  phone  company,  a  chemical 
company  that  helps  supply  a  number  of  laboratories  and  hospitals  in  the  area,  an 
in-door  batting  cage  company,  a  marble  company,  a  bookbinding  business  that  recy- 
cles hardcover  books,  restaurants  and  bakeries,  biotech  and  high-tech  firms,  phar- 
macies and  pharmaceutical  firms,  a  professional  photographer,  a  music  shop,  a  mail 
order  women's  athletic  equipment  firm,  a  catering  service,  a  business  that  makes 
stuffed  animals,  a  candle  shop,  and  even  a  funeral  home.  The  variety  is  nearly  end- 
less. We  are  particularly  proud  of  having  made  a  number  of  loans  to  day-care  cen- 
ters and  non-profit  organizations,  in  the  latter  case  helping  to  finance  a  number  of 
homes — half-way  houses — for  troubled  teenagers  to  give  them  a  favorable  environ- 
ment in  which  to  overcome  their  problems.  Roughly  30  percent  of  our  business  loans 
have  gone  to  women  and  minorities. 

At  our  bank,  we  like  to  think  of  ourselves  as  a  small  business  resource  center. 
We  try  to  provide  a  diverse  menu  of  lending  programs  for  our  customers. 
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S.  478 — "Small  Business  Capital  Enhancement  Act" 

The  Capital  Access  Program  is  an  important  link  in  the  chain  available  to  help 
the  multitude  of  industries  that  represent  small  businesses.  Massachusetts,  like 
much  of  New  England  over  the  past  several  years  has  suffered  through  a  terrible 
economic  downturn;  it  has  still  not  fully  recovered.  In  response  to  demands  from 
their  constituents  to  do  something  about  the  credit  crunch,  legislators  passed  the 
Capital  Access  Program  in  March  1993. 

The  Capital  Access  Program  will  be  very  beneficial  for  small  business  lending. 
Modeled  after  a  successful  program  developed  by  the  State  of  Michigan  in  1986,  and 
subsequently  adopted  by  ten  other  States,  the  Capital  Access  Program  is  based  on 
a  portfolio  insurance  concept,  instead  of  loan-by-loan  guarantees.  Michigan's  CAP 
has  helped  more  than  2,000  businesses  receive  financing,  representing  just  over 
$100  million  in  bank  lending.  Massachusetts  is  expecting  a  similar  success  rate. 

This  program  will  help  institutions  make  more  loans  to  borrowers  who  might  be 
considered  on  the  margin.  Loans  are  made  less  risky  by  borrower  contributions  of 
between  1.5  percent  and  3.5  percent  of  the  loan  amount,  which  is  matched  by  the 
bank,  with  the  combined  borrower/bank  total  matched  by  the  State.  Thus,  if  the  bor- 
rower and  the  bank  each  put  up  2.5%  of  the  loan  amount,  and  the  State  matched 
that  amount,  there  would  be  10%  of  the  loan  set  aside  in  a  special  loan  reserve. 
This  cushion  would  be  in  addition  to  the  bank's  normal  level  of  general  loan  loss 
reserves  required  by  regulation. 

The  bank  has  the  right  to  assess  the  borrower  for  the  bank's  share  of  the  payment 
through  the  pricing  of  the  loan  or  by  charging  a  fee.  If  the  borrower  ultimately  de- 
faults on  the  loan,  the  loss  to  the  bank  is  expected  to  be  fully  recovered  from  the 
reserve  fund.  The  financial  institution,  however,  must  still  be  prudent  in  making 
loans  under  this  program  because  it  would  still  be  completely  at  risk  for  any  losses 
that  exceed  the  coverage  provided  by  the  reserve.  [See  attached  materials.] 

One  key  aspect  of  the  Massachusetts  program  is  that  it  is  run  by  bankers  for 
small  business  persons.  Lenders  were  skeptical  at  the  thought  of  setting  up  a  new 
government  agency  to  run  the  program.  Rather  than  establishing  a  new  bureauc- 
racy, or  looking  to  the  State  agencies  for  help,  Massachusetts  contracted  with  a  pri- 
vate agency,  the  Massachusetts  Business  Development  Corporation  (MBDC),  to  run 
the  program.  Performance  standards  are  set  for  the  MBDC,  including  the  degree  to 
which  the  program  is  promoted.  Credibility  of  the  program  is  also  helped  by  having 
people  that  bankers  know  administer  the  program.  And  not  to  be  understated,  bank- 
ers make  the  loans  and  process  the  forms,  instead  of  submitting  them  to  an  agency 
for  approval. 

The  program  has  been  well-received,  once  people  understood  how  it  works.  Above 
all,  it  is  tightly  targeted  to  small  businesses.  The  borrower's  sales  cannot  exceed  $5 
million;  the  maximum  loan  amount  is  $500,000.  Loans  to  finance  passive  real  estate 
ownership  are  prohibited.  To  participate  in  the  program,  the  borrower's  principal 
place  of  business  must  be  in  Massachusetts  ana  the  loan  proceeds  must  be  des- 
ignated for  use  within  the  State. 

The  initial  outlook  and  response  to  this  program  appears  to  be  quite  positive.  The 
need  now  is  to  familiarize  community  banks  with  the  program.  We  are  still  experi- 
encing the  natural  lag-time  when  any  new  program  gets  underway,  as  loan  officers 
in  branches  are  fully  trained  and  brought  up  to  speed.  All  this  takes  time. 

The  "Small  Business  Capital  Enhancement  Act  of  1993"  would  provide  Federal 
support  for  States  that  have  Capital  Access  Programs.  Under  the  legislation,  the 
Federal  Government  would  reimburse  participating  States  for  one-half  of  the  State's 
contribution,  and  authorize  $50  million  to  cover  the  Federal  Government's  half  of 
the  program.  I  am  fully  and  wholeheartedly  supportive  of  this  measure.  It  would 
be  money  well-spent. 

The  threshold  issue  should  be  whether  those  small  businesses  which  are  to  bene- 
fit, arguably  those  unable  to  attain  credit,  will  in  fact  be  the  beneficiaries  of  such 
new  legislation.  I  have  seen  a  lot  of  companies  that  have  gone  through  the  borrow- 
ing experience,  putting  people  to  work  in  the  private  sector,  and  paying  back  their 
indebtedness.  In  my  opinion,  the  Small  Business  Capital  Enhancement  Act  unques- 
tionably meets  that  test.  The  bill  will  not  be  a  cure-all  for  our  region's  economic 
woes,  but  it  will  foster  lending,  and  ultimately  increase  employment.  Most  impor- 
tantly, it  leverages  public  funds  in  a  public/private  cooperative  approach. 

Local  communities  can  only  be  helped  by  experiments  in  making  other  types  of 
loan  programs  available  in  the  marketplace.  I  tend  to  run  my  bank  almost  as  a  lab- 
oratory. I  am  eager  to  innovate,  to  try  different  methods  and  products  in  hopes  of 
finding  the  particular  program  best  suited  to  my  customers.  I  am  also  a  firm  be- 
liever that  community-based  institutions  can  have  sustainable  impact  in  their  mar- 
kets by  using  a  wide  variety  of  lending  programs. 
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Community  institutions  want  to  make  sound  loans.  A  variety  of  resources  made 
available  to  them  can  help  them  reduce  risk,  and  provides  alternatives  to  help 
smaller  companies  find  more  creative  ways  to  finance  their  business.  The  proposed 
legislation  is  perhaps  most  valuable  in  its  targeted  assistance  for  additional  credit 
to  the  smaller  businesses  that  find  it  most  difficult  to  obtain  loans. 

Even  though  these  loans  are  somewhat  labor  intensive,  they  are  part  of  our  mis- 
sion. These  loans  can  be  profitable  and  desirable.  Most  succeed  and,  as  a  result,  de- 
pository relationships  with  the  borrower  are  established.  Demand  deposits  from  the 
borrower  are  generated,  which  ultimately  helps  reduce  the  cost  of  funds  to  the  lend- 
er. Many,  including  myself,  have  high  hopes  that  the  Capital  Access  Program  will 
be  one  more  item  in  our  tool  kit  to  help  marginal  but  still  worthy  borrowers  obtain 
credit. 

Secondary  Market  for  Small  Business  Loans 

I  have  long  been  a  strong  advocate  for  a  good,  sound,  profitable  secondary  market 
for  small  business  loans.  At  Danvers  Savings  Bank,  with  our  SBA-guaranteed  loans, 
the  secondary  market  is  an  essential  source  of  liquidity.  We  are  recyclers  of  dollars. 
Through  the  secondary  market,  we  stretch  our  resources  further  than  otherwise  pos- 
sible, relending  dollars  to  get  maximum  efficiency,  making  more  loans,  more  cheaply 
and  more  profitably. 

Local  communities  could  be  significantly  helped  through  the  creation  of  a  second- 
ary market  for  non-guaranteed  small  business  and  commercial  loans.  Securitization 
activities,  if  conducted  properly,  can  yield  significant  financial  and  operational  bene- 
fits for  depository  institutions.  Currently,  many  community  institutions  rely  upon 
the  secondary  market  for  home  mortgage  loans  to  help  them  control  their  asset  size, 
and  conserve  capital. 

There  are  very  solid  reasons  for  being  supportive  of  a  secondary  market  for  small 
business  loans.  Any  time  that  you  provide  an  incentive  to  lend  because  an  institu- 
tion has  a  way  to  lay  off  the  credit  to  the  secondary  market,  you  provide  greater 
liquidity  for  that  institution.  You  allow  the  institution  to  increase  lending.  If  there 
is  a  way  to  make  loans  and  move  them  into  a  secondary  market  for  fee  and  profit, 
I  am  all  for  it. 

These  benefits  are  not  likely  to  be  fully  realized,  however,  unless  major  impedi- 
ments are  overcome  in  standardizing  small  business  loan  originations,  sales  and 
pooling  for  investor  security  interests.  The  removal  of  these  regulatory  and  legisla- 
tive impediments  to  small  business  loan  originations  could  significantly  improve  the 
ability  of  banks  and  thrifts  to  originate  more  small  business  loans.  The  "Small  Busi- 
ness Loan  Securitization  and  Secondary  Market  Enhancement  Act  of  1993,"  spon- 
sored by  Sen.  D'Amato,  attempts  to  address  these  concerns. 

Several  additional  cautionary  notes,  however,  need  to  be  made.  First,  and  perhaps 
foremost,  small  business  loans  are  not  like  home  mortgages.  The  underwriting  char- 
acteristics for  small-  and  medium-size  business  loans  represent  a  great  departure 
from  the  traditional  underwriting  standards  applied  to  home  mortgages,  which  tend 
to  be  fairly  homogeneous.  The  task  of  securitizing  small  business  loans  may  be  far 
more  difficult,  given  the  diverse  nature  and  varying  risk  profiles  associated  with  the 
loans. 

Second,  many  small  business  loans  may  not  be  suitable  for  sale  in  the  secondary 
market  because  of  the  perpetual,  fluid  movement  involved  in  the  commercial  lending 
relationship.  A  lot  of  refinancing  and  restructuring  takes  place,  and  this  tends  to 
be  positive.  Companies  add  employees  or  a  more  workable  repayment  schedule  may 
be  required  to  get  over  some  rough  times.  It  is  in  our  interest  to  do  whatever  we 
can  to  help  small  companies  retool  and  grow  over  the  long  term.  Lenders  want  to 
respond  to  borrowers  changing  needs  and  do  not  want  to  limit  flexibility  that  may 
be  needed  for  the  borrower's  company  to  prosper.  This  makes  only  good  business 
sense. 

Third,  considerable  thought  should  be  given  to  what  types  of  small  business  loans 
can  be  appropriately  packaged  in  the  secondary  market.  For  investors,  the  most  at- 
tractive loans  may  be  those  that  will  be  paid  down  over  a  two-to-three  year  period. 
Such  loans  are  also  probably  the  best  suited  for  sale  in  the  secondary  market.  Spe- 
cific repayment  schedules  would  also  likely  provide  investors  with  that  desired  pre- 
dictability of  repayment  stream.  Commercial  paper  issues  from  younger  companies 
may  be  less  attractive  to  investors,  and  the  factoring  of  receivables,  which  is  a  func- 
tional equivalent  to  such  funding,  is  already  fairly  well  developed,  though  some- 
times expensive. 

Fourth,  entrepreneurs  running  small  businesses  are  in  many  respects  a  unique 
breed.  Moving  a  small  business  loan  out  of  the  portfolio  may  be  difficult  to  do  in 
good  conscience   since   the   originator's  control   of  the   relationship  will  be  com- 
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gromised.  A  good  small  business  loan,  as  most  of  ours  are,  is  like  a  good  marriage, 
•ccasionally  problems  crop  up,  but  there  are  also  a  lot  of  opportunities  for  give-and- 
take  because  both  sides  want  to  see  the  relationship  work.  We  feel  a  definite  loyalty 
and  commitment  to  our  customers. 

Finally,  the  most  valuable  result  of  establishing  a  secondary  market  in  terms  of 
loans  would  be  the  development  of  a  standardized  but  flexible  set  of  documents  for 
underwriting,  originating,  and  servicing  these  loans  for  potential  subsequent  sale. 
Not  all  loans  will  work  m  a  secondary  market  but  the  recycling  of  credit  capacity 
from  the  sale  of  those  that  do  will  definitely  help. 

Conclusion 

Mr.  Chairman,  everyone  wants  to  spur  small  business  lending.  Small  business 
lending  is  at  the  core  of  American  job  creation.  I  hope  that  Congress  will  quickly 
reach  consensus  and  pass  a  small  business  lending  package  that  would  help  stimu- 
late small  business  lending  and  that  would  include  Chairman  Riegle's  bill  to  help 
States  with  Capital  Access  Programs.  And  while  I  am  a  strong  supporter  of  a  sec- 
ondary market  for  small  business  loans,  Congress  should  not  do  anything  that  could 
inadvertently  weaken  the  market  positions  of  banks  and  thrifts,  the  primary  source 
of  small  business  credit  for  the  foreseeable  future. 

Savings  and  Community  Bankers  of  America  appreciates  the  opportunity  to  share 
our  thoughts  and  experiences  with  you  and  your  colleagues.  I  would  be  happy  to 
answer  any  questions  that  you  might  have. 
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Executive  Summary 

Introduction 

Under  Chapter  19  of  the  Acts  of  1993  signed  into  law  on  March  9,  the 
Massachusetts  Business  Development  Corporation  (MBDC)  was  designated  as 
administering  agent  for  the  state  far  that  part  of  the  act  known  as  The 
Small  Business  Capital  Access  Program  (CAP) . 

CAP  was  created  in  Massachusetts,  modeled  in  large  part  upon  an 
established  similar  program  in  Michigan,  specifically  to  unleash  the 
capacity  of  the  private  sector  to  do  a  mare  comprehensive  jab  in  meeting 
the  financing  needs  of  Massachusetts  business,  most  particularly  small 
business.  This  unique  approach  emphasizes  private  sector  lending  and 
private  decision  making  which  would  result  in  a  large  number  of  companies 
receiving  their  full  financing  needs  with  an  absolute  minimum  of  public 
funds  required. 

While  banks  are  heavily  involved  in  providing  financing  to  Massachusetts 
businesses,  they  face  significant  constraints  which  limit  the  types  of 
financing  that  they  are  able  to  provide.  Because  most  of  a  bank's  funds 
belong  to  its  depositors,  and  because  banks  are  highly  regulated  and 
insured  by  the  government  to  protect  those  depositors,  banks  are  quite 
limited  in  the  amount  of  risk  that  they  can  take.  Banks  must  limit  their 
conventional  lending  to  lower  risk  loans. 

The  Capital  Access  Program  is  designed  to  give  banks  a  flexible  and 
extremely  non-bureaucratic  tool  to  make  business  loans  that  are  somewhat 
riskier  than  conventional  bank  loans  or  that  may  not  meet  classical 
underwriting  standards,  in  a  manner  consistent  with  safety  and  soundness. 
It  is  designed  to  use  a  small  amount  of  public  resources  to  generate  a 
large  amount  of  private  bank  financing,  thus  providing  access  to  bank 
financing  far  many  businesses  that  might  otherwise  not  be  able  to  obtain 
such  access.  Currently,  in  Michigan  under  their  CAP,  more  than  2,000 
businesses  have  received  financing,  and  the  state's  original  55  million 
appropriation  committed  to  the  program  has  supported  over  $100  million  in 
bank  lending.  In  Massachusetts,  $5  million  has  been  committed,  and  we 
expect  the  same  leverage  to  occur. 
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Program  Description 

The  Capital  Access  Program  is  based  on  a  risk  pooling  concept.  It  is  an 
approach  that  is  fundamentally  different  from  the  traditional  type  of 
insurance  or  guarantee  program,  such  as  the  federal  Stall  Business 
Administration  7(a)  program,  which  guarantees  a  percentage  of  a  loan  on  a 
loan-ty-loan  basis.  Instead,  the  Capital  Access  Program  is  based  on  the 
portfolio. 

For  each  bank  participating  in  the  Capital  Access  Program,  a  special 
reserve  fund  is  established  to  cover  losses  from  a  portfolio  of  loans  that 
the  bank  makes  under  the  program.  This  special  reserve  fund  is  owned  and 
controlled  by  the  state  but  is  earmarked  far  and  established  at  the  bank. 
Thus,  each  participating  bank  has  its  own  separate  reserve.  A  bank  can 
withdraw  funds  from  its  reserve  only  to  cover  losses  on  loans  made  under 
the  program. 

When  a  bank  makes  a  loan  under  the  program,  the  borrower  pays  a  one-time 
premium  charge  into  the  reserve,  which  is  matched  by  a  bank  premium 
payment.  MBDC  then  matches  the  combined  total  of  the  borrower's  payment 
and  the  bank's  payment.  Ihe  borrower's  premium  payment  is  one  of  the 
terms  of  the  loan  to  be  worked  out  as  part  of  the  private  transaction 
between  the  bank  and  the  borrower.  The  program  sets  minimum  and  maximum- 
limits  for  the  borrower's  payment.  At  a  minimum,  it  must  be  at  least 
1  1/2%  of  the  loan  amount.  Ihe  maximum  is  3  1/2%.   (Ihe  premium  payment, 
and  other  up-front  expenses,  may  be  financed  as  part  of  the  loan.) 

If  a  bank  develops  a  portfolio  of  loans  under  the  program,  it  might  have  a 
reserve  equal  to  (for  example)  ten  percent  of  the  total  amount  of  that 
portfolio.  In  such  a  situation  the  bank  could  sustain  a  dollar  loss  rate 
of  up  to  ten  percent  on  that  portfolio  and  still  be  completely  covered 
against  loss.  This  gives  the  bank  the  ability  to  absorb  a  higher  loss 
rate  than  it  could  tolerate  on  its  conventional  loans.  However,  the  bank 
must  still  be  prudent,  since  it  is  completely  at  risk  far  any  losses  that 
exceed  the  coverage  provided  by  the  reserve. 

Because  of  the  payments  that  need  to  be  made  into  the  reserve,  a  loan 
under  this  program  is  likely  to  be  a  little  bit  mare  expensive  than  a 
conventional  bank  loan.  Not  only  does  the  borrower  make  a  payment  into 
the  reserve,  as  described  above,  but  it  is  also  expected  that  the  bank 
may,  in  some  manner,  recover  from  the  borrower  the  cost  of  the  bank's 
payment  into  the  reserve.   (For  example,  the  bank  may  charge  a  somewhat 
higher  interest  rate,  to  gradually  recover  the  cost  over  the  life  of  the 
loan.  Or  the  bank  may  charge  an  up-front  fee  to  recover  its  cost.)  The 
key  point  is  that  the  program  will  provide  access  to  financing  for  many 
companies  that  cannot  qualify  far  conventional  bank  financing.  Financing 
under  the  Capital  Access  Program  is  likely  to  be  much  less  expensive  for 
the  company  than  alternative  non-bank  sources  of  financing  (if  any  are 
available) . 
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Businesses  Deal  Directly  with  Participating  Banks 

It  is  inportant  to  en^hasize  that  a  loan  under  this  program  is  a  private 
transaction  between  the  bank  and  the  borrower.  MBDC  and  the  State  play  no 
role  in  the  decision  by  the  bank  regarding  making  the  loan,  or  in 
setting  the  interest  rate,  fees,  duration  or  other  terms  or  conditions  of 
the  loan.  Although  the  program  assists  banks  that  wish  to  be  more 
aggressive  in  taking  more  risk  than  normal,  it  is  still  the  bank  that 
bears  the  risk  of  the  loan  and  is  responsible  far  the  decision  making.  No 
individual  car  agency,  private  or  public,  may  influence  the  bank's 
decision. 

Flexibility  and  lack  of  Bureaucracy 

The  program  is  characterized  by  its  flexibility  and  its  total  lack  of 
bureaucracy.  The  bank  simply  makes  the  loan,  and  then  files  a  one-page 
Loan  Filing  Form  with  MBDC  within  ten  days  after  the  loan  is  made.  Loans 
can  be  long  term  or  short  term,  term  loans  or  lines  of  credit.  Once  a 
loan  is  made  under  the  program,  the  bank  has  flexibility  to  recast,  extend 
or  refinance  the  loan  to  address  the  needs  of  the  business.  Claim 
procedures  are  equally  sinple.  Reports  from  the  banks  are  kept  to  an 
absolute  mininum.  Interest  earned  on  reserve  accounts  can  be  added  to  the 
reserve,  but  will  be  "swept"  quarterly  back  to  the  original  Cap  Fund,  to 
offset  expenses  and  add  to  the  life  of  the  fund. 

Eligible  Users 

Program  eligibility  is  very  broad  based,  and,  with  a  few  exceptions, 
encompasses  any  business  located  in  Massachusetts  that  satisfies  the 
bank's  criteria.  One  restriction  is  against  using  the  program  to  finance 
"passive"  or  investment/speculative  real  estate.  It  must  be  used  for 
businesses  organized  for  profit,  with  annual  sales  less  than  $5  million, 
and  loans  may  be  for  no  more  than  $500,000  far  any  one  business. 

All  banks,  savings  banks,  cooperative  banks,  trust  conpanies  and  savings 
and  loans  with  either  state  cr  federal  charters  may  participate,  as  long 
as  the  principal  office  is  in  Massachusetts. 

More  Information 

For  more  information,  including  information  on  participating  banks, 
contact  MBDC  at  (617)  350-8877. 
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CAPITAL  ACCESS  PROGRAM 

Detailed  Description 

Introduction 

Under  Chapter  19  of  the  Acts  of  1993  signed  into  law  on  March  9,  the 

Massachusetts  Business  Development  Corporation  (MBDC)  was  designated  as 

administering  agent  for  the  state  for  that  part  of  the  act  known  as  The 

Small  Business  Capital  Access  Program  (CAP) . 


CAP  was  created  in  Massachusetts,  modeled  in  large  part  upon  an 
established  similar  program  in  Michigan,  specifically  to  unleash  the 
capacity  of  the  private  sector  to  do  a  more  comprehensive  job  in  meeting 
the  financing  needs  of  Massachusetts  business,  most  particularly  small 
business.  This  unique  approach  emphasizes  private  sector  lending  and 
private  decision  making  which  would  result  in  a  large  number  of  companies 
receiving  their  full  financing  needs  with  an  absolute  minimum  of  public 
funds  required. 


The  Capital  Access  Program  is  designed  to  give  banks  a  flexible  and 
extremely  non-bureaucratic  tool  to  make  business  loans  that  are  somewhat 
riskier  than  conventional  bank  loans  or  that  may  not  meet  classical 
underwriting  standards,  in  a  manner  consistent  with  safety  and  soundness. 
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It  is  designed  to  use  a  mall  amount  of  public  resources  to  generate  a 
large  amount  of  private  bank  financing,  thus  providing  access  to  bank 
financing  for  many  businesses  that  might  otherwise  not  be  able  to  obtain 
such  access.  Currently,  in  Michigan  under  their  CAP,  more  than  2,000 
businesses  have  received  financing,  and  the  state's  original  $5  million 
appropriation  committed  to  the  program  has  supported  over  $100  million  in 
bank  lending.  In  Massachusetts,  $5  million  has  been  committed,  and  we 
expect  the  same  leverage  to  occur. 


This  document  describes  the  program  in  detail,  and  is  designed  to  help 
interested  parties  to  understand  the  program.  The  underlying  legal 
document  is  the  "Agreement"  between  MBDC  and  the  participating  financial 
institutions,  and  this  document  in  no  way  supplants  that  Agreement. 


Basic  Concept  of  Piuuram 

Although  the  Capital  Access  Program  is  based  on  an  insuring  concept,  it  is 
fundamentally  different  from  the  traditional  type  of  insurance  or 
guarantee  program,  such  as  the  SBA  7(a)  program,  which  guarantees  some 
percentage  of  a  loan.  Capital  Access  is  based  on  a  portfolio  concept. 
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If  a  bank  participates  in  the  Capital  Access  Program,  a  special  reserve 
fund  is  set  up  to  cover  future  losses  from  a  portfolio  of  loans  that  the 
bank  makes  under  the  program.  The  special  reserve  is  owned  and  controlled 
by  the  state  but  it  is  earmarked  in  that  bank's  name.  Thus,  each  bank 
participating  in  the  program  has  its  own  earmarked  reserve.  A  bank  can 
withdraw  funds  from  its  reserve  only  to  cover  losses  on  loans  made  under 
the  program. 


Payments  are  made  into  a  bank's  earmarked  reserve  each  time  the  bank  makes 
a  loan  under  the  program.  The  borrower  mates  a  premium  payment,  the  bank 
TTwi-Hvag  that  payment  and  then  MBDC  matches  the  combined  total  of  the 
borrower's  payment  and  the  bank's  payment.  The  bank  is  allowed  to  recover 
the  cost  of  its  payment  from  the  borrower,  such  as  through  a  higher 
interest  rate,  up-front  fees,  or  some  combination.  Up-front  premium 
payments  and  fees  can  be  financed  as  part  of  the  loan. 


The  actual  level  of  payments  to  be  made  into  the  reserve  at  the  time  of 
making  any  loan  is  determined  by  the  bank,  within  certain  parameters.  At 
the  minimum,  the  borrower  pays  an  amount  equal  to  1.5%  of  the  loan  amount, 
the  bank  would  match  that  with  another  1.5%  and  then  MBDC  would  contribute 
3%,  for  a  total  of  6%.  At  the  maximum,  the  borrower  contributes  3.5%,  the 
bank  another  3.5%,  and  MBDC  7%,  for  a  total  of  14%. 
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Thus,  for  any  loan  made  under  the  program,  an  amount  equal  to  anywhere 
from  6%  to  14%  of  the  loan  amount  is  paid  into  the  bank's  earmarked 
reserve.  After  a  bank  has  made  a  portfolio  of  loans  under  the  program,  it 
might  have  a  reserve  equal  to,  say,  10%  of  the  total  amount  of  that 
portfolio.  In  such  a  situation,  the  bank  could  absorb  a  dollar  loss  rate 
of  up  to  10%  on  that  portfolio  and  still  be  completely  covered  against 
loss.  A  key  feature  of  the  program  is  that  the  full  amount  in  the  bank's 
total  reserve  is  available  as  needed  to  cover  any  loss  from  any  of  the 
loans  made  under  the  program.  If  loans  get  paid  off  without  loss,  the 
funds  stay  in  the  reserve. 


This  reserve  enables  a  bank  to  be  more  aggressive  in  making  loans  and 
expanding  its  market.  However,  if  a  bank's  loss  rate  were  to  exceed  the 
coverage  provided  by  the  reserve,  the  bank  would  be  at  risk  for  that 
excess  loss.  Thus,  there  is  a  built-in  incentive  for  the  bank  to  be 
prurient. 


Nevertheless,  since  the  reserve  would  enable  a  bank  to  withstand  a 
substantially  higher  loss  rate  than  it  could  tolerate  under  its 
conventional  loan  portfolio,  the  program  enables  a  bank  to  prudently  make 
"almost  bankable  loans".  For  example,  these  might  be  loans  to  companies 
with  good  management  and  a  good  direction,  but  for  one  reason  or  another, 
such  as  lack  of  adequate  collateral,  lack  of  sufficient  track  records, 
lack  of  sufficient  net  worth,  or  other  reasons,  may  not  quite  qualify  for 
a  conventional  bank  loan. 
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Because  the  program  is  structured  to  provide  a  built-in  incentive  for  the 
bank  to  be  prudent,  there  is  no  need  far  MBDC  ar  the  state  to  be  involved 
in  reviewing  the  bank's  decision  on  the  loan.  The  reserve  is  there  far 
the  bank  to  protect  and  use.  The  bank  makps  the  loan  and  simply  files  a 
one  page  Loan  Filing  Form  with  MBDC  within  10  days  after  the  loan  is 
made.  Enrolling  loans  under  the  program  is  thus  designed  to  work  as 
essentially  an  automatic  process.  There  is  no  processing  delay,  and 
virtually  no  paperwork. 


Flexibility  is  a  key  characteristic  of  the  program.  It  is  completely  up 
to  the  bank  to  determine  how  it  wants  to  use  the  program.  The  bank  sets 
its  own  criteria  far  determining  whether  to  make  the  loan,  determines  what 
types  of  loans  it  wants  to  make  under  the  program,  and  decides  the 
interest  rate,  fees,  term  of  maturity,  collateral  requirements  (if  any) , 
and  other  conditions  of  the  loan.  Thus  the  market  is  allowed  to  work,  and 
intelligent  private  sector  decision  making  is  facilitated.  The  loan  can 
be  short-term  or  long-term,  fixed  ar  variable  rate,  secured  ar  unsecured, 
amortizing  ar  balloon,  term  loan  or  line  of  credit,  etc. 


When  filing  a  loan  for  enrollment  under  the  program,  the  bank  has  the 
option  of  covering  an  amount  under  the  program  which  is  less  than  the  full 
amount  of  the  loan.  This  provides  added  flexibility,  since  borrower  and 
bank  premium  payments  would  then  be  based  on  this  smaller  amount.  Far 
example,  if  a  bank  makes  a  $100,000  loan  under  the  program,  but  is 
convinced  that  under  a  worst  case  scenario  the  maximm  possible 
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loss  on  the  loan  would  be  $60,000.  The  bank  could  decide  to  specify  a 
covered  amount  of  $60,000  on  the  loan.  In  such  an  event  the  funds  in  the 
reserve  could  be  used  to  cover  the  first  $60,000  in  principal  loss  on  the 
loan,  plus  accrued  interest  up  to  six  months  on  that  part,  plus  documented 
out-of-pocket  expenses. 


A  key  feature  of  the  program  is  the  flexibility  it  provides  to  enable  a 
bank  to  work  with  a  borrower  after  the  bank  has  made  a  loan  to  the 
borrower  under  the  program.  After  a  loan  has  been  made  under  the  program 
the  bank  can  subsequently  recast  it  as  often  as  may  be  desirable.  The 
bank  can  extend  the  term  of  the  loan,  amend  covenants,  release  collateral, 
etc. ,  without  having  to  obtain  approval  from  MBDC  or  even  reporting  the 
change. 


The  bank  also  has  the  flexibility  to  refinance  the  loan,  adding  funds. 
Indeed,  if  the  total  amount  of  the  refinanced  loan  does  not  exceed  the 
covered  amount  of  the  loan  as  previously  enrolled,  no  new  borrower  or  bank 
premium  payments  need  to  be  made  into  the  reserve,  and  the  fact  of  the 
refinancing  does  not  even  need  to  be  reported.   (Quarterly,  the  bank  may 
be  asked  to  file  a  simple  report  with  MBDC  containing  merely  a  list  of  the 
outstanding  balance  for  each  loan  enrolled  under  the  program) .  For 
example,  if  a  $100,000  loan  covered  under  the  program  has  been  paid  down 
to  $30,000,  and  then  is  refinanced  back  up  to  $100,000,  then  no  premium 
payments  are  owed.  However,  if  the  loan  were  instead  refinanced  up  to 
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$150,000,  then  premium  payments  would  be  owed  on  the  incremental  $50,000 
above  the  $100,000,  but  only  if  the  bank  wanted  to  cover  that  additional 
$50,000  under  the  program. 


Lines  of  credit  are  treated  with  similar  flexibility.  In  establishing  a 
line  of  credit  and  filing  it  for  enrollment,  the  amount  of  the  loan,  for 
the  purposes  of  determining  premium  payments  and  the  Tiwx.iTnim  covered 
amount,  shall  be  the  maximum  amount  that  can  be  drawn  against  the  line  of 
credit.  Banks  could  use  their  normal  approach,  including  informal 
arrangements  as  applicable,  in  establishing  a  line  of  credit.  A  line  of 
credit,  once  established,  could  then  be  renewed  each  year,  staying  covered 
under  the  program,  without  new  premium  payments  being  required  (unless  the 
covered  amount  under  the  program  is  to  be  increased) . 


The  collection  and  claims  process  is  also  designed  to  work  in  a  routine, 
nonbureaucratic  way.  The  bank  simply  uses  its  normal  method  for 
determining  when  and  how  much  to  charge  off  on  a  loan.  At  the  same  Hmp 
that  a  bank  charges  off  all  or  part  of  a  loan,  the  bank  files  a  one  page 
Claim  Form  with  MBDC  including  evidence  of  the  charge-off,  and  the  payment 
will  be  handled  in  a  prompt  and  routine  fashion. 
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Because  of  the  payments  that  mast  be  made  into  the  reserve,  a  loan  made 
under  the  Capital  Access  Program  is  likely  to  be  a  bit  more  expensive  to 
the  borrower  than  a  conventional  bank  loan.  The  premium  payments  into  the 
reserve  are  one— time,  up-front  payments,  the  costs  of  which  can  be 
financed.  Thus  the  longer  the  financing  stays  on  the  books,  the  smaller 
is  the  increase  in  the  borrower's  effective  interest  rate.  However,  the 
transaction  is  still  likely  to  be  more  expensive  than  a  conventional 
loan.  Borrowers  who  can  obtain  conventional  bank  financing  to  meet  their 
needs  would  normally  be  better  off  with  such  financing,  and  competition 
within  the  banking  industry  will  work  to  steer  such  borrowers  to 
conventional  financing.  From  the  perspective  of  borrowers,  the  central 
thrust  of  the  Capital  Access  Program  is  that  it  can  provide  access  to 
financing  far  many  companies  that  otherwise  might  not  be  able  to  obtain 
bank  financing  to  meet  their  needs.  Moreover,  financing  under  the  Capital 
Access  Program  is  likely  to  be  much  less  expensive  far  a  company  than 
alternative  non-bank  sources  of  financing,  if  any  are  available. 


It  is  important  that  prospective  borrowers  under  the  program  understand 
that  the  loan  is  a  private  transaction  between  the  bank  and  the  borrower. 
While  the  program  may  assist  a  bank  in  being  able  to  take  mare  risk  than 
normal,  it  is  still  the  bank  that  is  bearing  the  risk  of  the  loan,  and  is 
responsible  for  the  decision  making. 
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Allocation  of  Funds 

When  the  law  was  passed,  $5  million  was  appropriated  far  the  program. 
When  the  Michigan  CAP  Fund  was  passed  in  1986,  5  million  was  allocated  as 
well.  As  of  this  writing,  their  program  has  resulted  in  over  2,000  loans 
exceeding  $100  million,  approaching  a  22  to  1  private  to  public  funding 
leverage  ratio.  The  Michigan  legislature  subsequently  increased  their 
funding  another  $9  million  because  of  the  program's  acceptance  and 
success.  In  Massachusetts,  we  expect  over  time  to  achieve  similar 
leverage,  similar  bank  acceptance,  and  a  wide  Massachusetts  geographic 
dissemination. 


In  Michigan  the  original  $5  million  allocation  lasted  for  over  six  years. 
We  expect  our  program  to  last  a  good  number  of  years,  with  the  possibility 
of  expansion  both  on  the  state  and  possibly  the  federal  level  in  the  near 
future.  Some  ten  states  are  currently  in  or  developing  a  similar  program. 


Eligible  Loans  and  Bunuwers 

Hie  fundamental  thrust  of  the  program  is  to  make  eligibility  as  broad  as 
possible  so  as  to  maximize  the  impact  on  Massachusett's  economy  and  to 
avoid  the  second  guessing  of  private  market  decisions.  The  borrower  can 
be  a  corporation,  partnership,  joint  venture,  sole  proprietorship, 
cooperative  or  other  entity  that  is  for  profit  and  is  authorized  to 
conduct  business  in  the  State  of  Massachusetts. 
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There  are,  however,  a  relatively  small  number  of  restrictions  that  are 
either  mandated  by  statute  or  are  necessary  to  protect  the  basic  integrity 
and  purpose  of  the  program.  These  restrictions  are  described  below: 

1.  The  borrower's  principal  place  of  business  must  be  in  Massachusetts. 

2.  The  borrower's  ann"*i  <^i,*=»s  in  the  latest  fi<=rai  yp*r  cannot  exceed 
$5  million. 

3.  Total  loans  from  the  lender  for  affiliate)  to  the  borrower  cannot 
exceed  $500.000. 

4.  The  loan  must  be  for  a  business  purpose  in  Massachusetts. 

5.  Refinancing  Prior  Debt  Which  is  Not  in  Program  -  A  bank  is  not 
permitted  to  take  an  existing  loan  on  its  books  (or  on  the  books  of 
an  affiliate)  which  is  not  in  the  program  and  sinply  refinance  it, 
without  adding  new  money,  and  put  the  refinanced  loan  under  the 
program.  However,  if  a  bank  refinances  an  existing  loan  and  adds 
new  money  by  increasing  the  outstanding  balance,  it  is  permissible 
to  cover  under  the  program  an  amount  not  exceeding  the  amount  of  the 
new  money.  For  example,  if  an  existing  loan,  not  under  the  program, 
has  an  outstanding  balance  of  $100,000  and  that  loan  is  refinanced 
with  a  new  balance  of  $150,000.  the  refinanced  loan  can  be  enrolled 
under  the  program,  but  the  covered  amount  could  not  exceed  $50,000. 

6.  Conflicts  of  Interest  -  A  bank  is  not  permitted  to  use  the  program 
for  "insider"  transactions.  Insider  transactions  are  defined  to 
include  a  loan  to  an  executive  officer,  director  or  principal 
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shareholder  of  the  bank,  a  member  of  the  immediate  family  of  such  an 
executive  officer,  director  or  principal  shareholder,  or  to  a 
company  controlled  by  any  of  these  people.  The  basic  definitions 
used  in  this  conflict  of  interest  prohibition  tie  in  to  basic  terms 
used  in  the  Federal  Reserve's  Regulation  O. 

Passive  Real  Estate  Ownership  -  Ihe  loan  cannot  be  used  to  finance 
passive  real  estate  ownership.  Passive  real  estate  ownership  would 
occur  if  a  company  were  to  buy  land  or  buildings  simply  as  an 
investment,  without  developing  or  improving  the  real  estate  in  any 
way,  and  without  intending  to  use  it  far  its  own  business 
operations. 

It  is  important  to  stress,  however,  that  except  for  the  restrictions 
against  passive  real  estate  ownership,  the  program  can  be  used  far 
real  estate  financing.  For  example,  the  program  can  be  used  to 
assist  a  company  to  finance  the  acquisition  of  land  or  buildings 
intended  to  be  used  in  the  business  operations  of  the  company. 

The  program  also  can  be  used  to  finance  the  activities  of  a 
developer  or  builder  in  acquiring  real  estate  far  development  ar  in 
constructing  or  renovating  a  building.  In  the  case  of  a  loan  to  a 
developer  for  construction  or  renovation  financing,  the  loan  under 
the  program  should  be  intended  to  cover  the  period  through  the 
construction  or  renovation  phase.  Ihe  permanent  financing  can  also 
be  included,  only  if  the  borrower  will  be  the  company  that  will  use 
the  real  estate  for  its  own  business  operations. 
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Collection  and  Claims 

The  process  for  a  bank  getting  reimbursed  for  losses  on  loans  made  under 
the  program  is  intended  to  be  as  routine  and  ncnbureaucratic  as  the 
process  for  enrolling  loans  under  the  program.  MBDC  simply  relies  on  the 
bank  to  exercise  reasonable  care  and  diligence  in  its  collection 
activities.  If  a  loan  gets  into  trouble,  the  program  calls  for  the  bank 
to  determine  when  and  how  much  to  charge  off  on  an  enrolled  loan  in  a 
manner  consistent  with  the  bank's  normal  method  for  making  such 
determinations  on  its  conventional  business  loans.  A  bank  would  file  a 
claim  under  the  program  at  the  time  it  charges  off  all  or  part  of  a  loan. 
The  claim  may  include  the  full  amount  of  principal  charged  off,  plus  up  to 
6  months  accrued  interest,  plus  out-of-pocket  expenses.   (If  the  amount  of 
the  loan  that  the  bank  covered  under  the  program  is  less  than  the  amount 
of  principal  charged  off,  then  the  amount  of  principal  and  accrued 
interest  included  in  the  claim  shall  not  exceed  the  principal  amount 
covered  under  the  program,  plus  accrued  interest  attributable  to  such 
covered  principal  amount) . 


In  keeping  with  the  extremely  rcnbureaucratic  nature  of  the  program,  the 
Claim  Form  submitted  by  the  lender  to  MBDC  is  only  a  half-page  form.  The 
program  provides  for  prompt  and  routine  payment.  Copies  of  Board  minutes 
authorizing  the  charge-off  accompanies  the  form. 
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The  program  is  structured  so  that  vhen  the  bank  makes  a  loan  and  then 
enrolls  it  in  the  program,  the  bank  is  automatically  making  a  small  number 
of  representations  and  warranties  to  MBDC  that  the  loan  complies  with 
program  requirements.  If  the  bank  later  suffers  a  loss  on  that  loan  and 
properly  files  the  claim,  the  only  grounds  for  denial  of  the  claim  would 
be  if  the  representations  and  warranties  made  by  the  bank  at  the  original 
time  of  the  enrollment  of  the  loan  were  known  by  the  bank  to  be  false  at 
the  time  the  loan  was  filed. 


The  claim  process  allows  a  bank  to  recover  its  loss  at  the  time  it 
recognizes  the  loss,  prior  to  having  to  exercise  its  collateral  rights  or 
other  legal  remedies  in  connection  with  the  loan.  However,  the  bank  would 
be  expected  to  continue  to  exercise  its  collateral  or  other  rights  in  a 
manner  such  as  it  would  do  for  a  conventional  bank  loan.  If  there  were  a 
subsequent  recovery  from  the  exercise  of  such  rights,  so  that  the  amount 
of  loss  ultimately  were  less  than  the  amount  for  which  the  bank  had  been 
reimbursed  from  the  earmarked  reserve,  the  bank  would  put  the  relevant 
amount  of  the  recovery,  net  of  out-of-pocket  expenses,  back  into  the 
reserve.  This  is  similar  to  the  process  that  a  bank  would  follow  in 
putting  recoveries  on  conventional  loans  back  into  the  bank's  internal 
loan  loss  reserve. 
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As  described  above,  the  intent  of  the  program  is  for  the  bank  to  be  fully 
responsible  far  collection  activities  and  far  MBDC  to  stay  out  of  the 
bank's  way.  However,  as  a  safeguard  against  the  extreme  situation  where  a 
bank  is  abusing  the  intent  of  the  program  by  ignoring  its  obligation  to 
exercise  reasonable  care  and  diligence  in  its  collection  activities,  MBDC 
will  reserve  for  itself,  in  limited  circumstances  and  as  a  last  resort,  the 
right  to  be  subrogated  to  the  rights  of  the  bank.  The  subrogation  would 
apply  to  any  collateral,  security  or  other  right  of  recovery,  in  connection 
with  a  particular  loan,  which  has  not  been  exercised  by  the  bank.  This 
provision  could  only  take  effect  after  the  bank  has  filed  a  claim  and  has 
had  its  loss  fully  covered.  It  is  hoped  that  MBDC  will  never  have  to  use 
this  right  of  subrogation. 

Maintenance  of  the  Reserve  Fund 

A  central  concept  of  the  prugiam  is  that  the  state  owns  the  funds  in  the 
bank's  reserve,  but  that  these  funds  are  legally  dedicated  solely  to  cover 
losses  on  loans  made  by  the  bank  under  the  program.  The  state  actually 
pledges  the  funds  in  the  reserve  to  be  available  to  pay  claims  on  loans 
under  the  program. 

For  oompliance  and  administrative  convenience  for  both  MBDC  and  the  bank, 
and  to  provide  an  extra  benefit  to  the  participating  bank,  it  is  the  plan 
of  MBDC  to  open  up  an  account  at  the  bank,  and  deposit  the  monies  in  the 
bank's  earmarked  reserve  right  at  the  bank.  The  plan,  as  it  will  be 
implemented,  involves  establishing  a  money  market  deposit  account  in  MBDC's 
name  at  the  bank's  published  rate  of  interest. 
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All  of  the  interest  earned  on  the  funds  in  the  reserve  will  stay  there 
until  taken  back  quarterly  by  MBDC  to  offset  expenses  and  to  then  revert 
back  to  the  original  CAP  fund  allocation  to  extend  the  life  of  the 
program. 


Although  the  state  technically  owns  the  funds  in  the  reserve,  it  is 
intended  and  expected  that  banks  will  develop  a  proprietary  interest  in 
the  reserve.  The  reserve  earmarked  far  a  bank  takes  on  the  character  of 
an  off-balance  sheet  asset  of  the  bank,  which  enables  it  to  be  more 
aggressive  in  its  lending  activities.  The  bank  controls  the  amounts  of 
payments  going  into  the  reserve  and  the  reserve  is  reduced  only  when  the 
bank  suffers  a  loss  an  a  loan  made  under  the  program.  The  program  rewards 
good  performance,  in  that  as  loans  are  successfully  paid  off,  the  funds 
stay  in  the  reserve  and  increase  over  time.  However,  if  at  some  point  in 
the  future  the  bank  were  to  completely  drop  out  of  the  program,  and  after 
all  of  the  loans  previously  made  had  been  paid  off,  MBDC  would  ultimately 
be  able  to  withdraw  the  funds  from  the  reserve. 


Bankers  sometimes  ask  why  the  bank  would  not  be  able  to  get  back  sane  ar 
all  of  the  funds  from  the  reserve  in  the  event  that  they  have  dropped  out 
of  the  program  and  the  loans  have  been  paid  off.  The  primary  answer  is 
that  a  key  provision  in  maintaining  the  structural  integrity  of  the 
program  is  that  the  bank  can  only  gain  access  to  the  funds  in  their 
earmarked  reserve  to  cover  losses  on  loans  made  under  the  program.  If  a 
bank  knew  that  it  could  ultimately  withdraw  funds  from  the  reserve  after 
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dropping  out  of  the  program,  this  might  create  an  incentive  for  the  bank 
to  put  conventionally  bankable  loans  under  the  program  reasoning  that  in 
such  a  situation  it  would  ultimately  get  all  or  most  of  the  money  back. 
By  contrast,  if  the  only  way  that  a  bank  can  gain  access  to  the  funds  in 
the  reserve  is  to  cover  losses  from  its  program  loans,  the  only  way  that  a 
bank  can  ultimately  get  any  advantage  from  the  program  is  to  use  it  for 
its  intended  purpose;  as  a  flexible  tool  to  help  the  bank  expand  its 
markets  by  taking  more  risk  that  it  otherwise  could. 


The  program  contains  a  formula  for  addressing  the  effective  dropping  out 
of  the  program  by  the  bank.  If  far  a  consecutive  24  month  period  the 
amount  in  the  reserve  fund  continuously  exceeds  the  outstanding  balance  of 
all  of  the  bank's  enrolled  loans  made  since  the  beginning  of  the  program, 
MBDC  is  authorized  to  withdraw  any  such  excess  to  bring  the  reserve  down 
to  an  amount  equal  to  100%  of  the  outstanding  balance.  As  a  practical 
matter,  this  formula  would  only  come  into  play  for  a  bank  that  has  dropped 
out  of  the  program.  Even  if  a  bank  has  been  inactive  far  a  long  period, 
if  it  begins  making  loans  during  the  24  month  period,  the  aggregate 
outstanding  balance  would  generally  quickly  exceed  the  reserve.  The 
formula  is  thus  intended  to  give  MBDC  the  ability  to  withdraw  funds  from 
the  reserves  earmarked  far  banks  that  have  effectively  dropped  out  of  the 
program,  but  to  do  it  in  a  manner  that  in  no  way  jeopardizes  the 
protection  that  the  reserve  provides  far  any  loans  still  outstanding. 


86 


Capital  Access  Program 
Page  17 


Early  Stage  Incentives 

How  does  a  bank  proceed  in  the  early  stages  of  its  participation  in  the 
program,  before  a  substantial  reserve  has  been  built  up?  Many  banks  will 
understandably  have  a  tendency  to  be  rather  cautious  initially.  As  the 
reserve  begins  to  build,  and  as  the  bank  gains  more  experience  under  the 
program,  the  bank  may  gradually  hpcrmpi  more  aggressive,  expanding  its 
margins  that  much  further. 


Even  if  a  bank  is  unfortunate  enough  to  have  cne  of  its  early  loans  in  the 
program  get  into  trouble,  it  is  likely  to  be  seme  time  before  the  loan 
actually  defaults,  and  by  that  time  presumably  the  bank  will  have  a 
portfolio  of  loans  and  have  built  up  an  adequate  reserve.  Nonetheless, 
there  is  seme  extra  risk  attached  to  these  early  loans  made  before 
substantial,  reserves  have  accrued. 


In  order  to  assist  a  bank  to  build  up  the  reserve  more  rapidly  and  to 
address  risk  issues  in  the  early  stages  of  a  bank's  participation  in  the 
program,  two  special  features  have  been  included  in  the  program.  Ihe 
first  applies  to  the  first  $2  million  of  loans  that  a  bank  makes  under  the 
program.  This  feature  provides  that  MBDC  will  contribute  a  greater 
portion  to  the  reserve.  While  the  minimum  and  maximum  payments  for  the 
borrower  and  the  bank  would  remain  the  same,  MBDC,  rather  than  simply 
matching  100%  of  the  combined  total  of  the  borrower  and  the  bank,  will 
instead  contribute  an  amount  equal  to  150%  of  the  combined  total  of  the 
borrower  and  the  bank.  Thus,  in  the  minimum  case,  the  borrower 
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contributes  1.5%,  the  bank  1.5%,  and  MBDC  4.5%  for  a  total  of  7.5%.  In 
the  mpiyimim  case,  the  borrower  would  contribute  3.5%,  the  bank  3.5%,  and 
MBDC  10.5%  for  a  total  of  17.5%.  The  first  special  feature  is  designed  to 
help  build  the  reserve  more  rapidly,  and  to  give  the  bank  an  extra 
incentive  to  begin  to  use  the  program. 


The  second  special  feature  applies  to  the  first  $5  million  of  loans  that  a 
bank  makes  under  the  program.  If  one  of  those  loans  suffers  a  loss  and  at 
the  time  of  the  loss  there  is  not  enough  in  the  reserve  to  fully  cover 
that  loss,  the  bank  would  initially  be  able  to  withdraw  all  of  the  amount 
in  the  reserve  at  the  time  of  the  loss,  to  cover  the  loss  as  much  as 
possible.  If  the  bank  then  continues  making  loans  under  the  program  and 
begins  to  build  the  reserve  back  up,  the  bank  would  be  allowed  to  withdraw 
from  the  reserve  at  a  subsequent  time  in  order  to  fully  cover  the  earlier 
loss.   (The  only  restriction  is  that  the  amount  subsequently  withdrawn  to 
cover  the  earlier  loss  cannot  exceed  75%  of  the  amount  in  the  reserve 
immediately  prior  to  such  subsequent  withdrawal) .  Thus,  even  at  the 
beginning  of  its  participation  in  the  program,  the  bank  has  the  comfort  of 
a  portfolio  insurance  effect,  because  it  knows  that  if  in  the  long  term 
its  losses  are  kept  to  a  reasonable  level,  it  will  be  fully  protected 
against  loss,  and  the  bank  will  not  suffer  due  to  unlucky  early  losses. 
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The  Process  for  a  Bank  To  Sign  Up  for  the  Piouidin 
The  state  and  MBDC  have  approved  a  master  form  of  Agreement  to  be 
separately  entered  into  between  MBDC  and  each  bank  that  wishes  to 
participate  in  the  program.  Entering  into  this  Agreement  does  not  commit 
a  bank  to  make  any  loans  under  the  program,  but  does  spell  out  the  full 
and  official  parameters  that  apply  if  a  bank  makes  loans,  and  the 
obligations  of  MBDC  and  the  bank  under  the  program. 


Consistent  with  the  entire  approach  to  the  program,  the  process  for  a  bank 
to  participate  is  being  kept  simple  and  routine.  In  addition  to  the 
Agreement,  MBDC  is  utilizing  a  half-page  application  form  to  obtain 
information  on  a  depository  institution's  year-end  commercial  and 
industrial  loans  outstanding,  and  a  copy  of  its  latest  balance  sheet  for 
statistical  purposes. 


Reliance  Upon  the  Lenders  and  The  Market 

The  Capital  Access  Program  is  structured  to  give  lenders  maximum  freedom 
to  make  a  broad  category  of  loans  appropriate  for  themselves  and  their 
customers.  We  in  turn  are  relying  upon  the  financial  institutions 
enrolled  to  act  responsibly  in  terms  of  the  letter,  intent  and  spirit  of 
the  program.  If  and  when  in  MBDC's  judgement  the  program  is  being  abused 
in  any  way,  we  may  terminate  the  program  for  new  loans  for  that 
institution  (existing  loans  of  course  are  still  covered) .  We  expect  that 
this  termination  authority  will  not  be  used. 
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To  increase  the  availability  of  credit  to  small  businesses  by  eliminating  impedi- 
ments to  securitization  and  facilitating  the  development  of  a  secondary 
market  in  small  business  loans,  and  for  other  purposes. 


IN  THE  SENATE  OF  THE  UNITED  STATES 

February  17  (legislative  day,  Jaxuary  5),  1993 

Mr.  D'Ajiato  (for  himself,  Mr.  DODD,  Mr.  Bryan,  Mr.  Dole,  Mr.  BOND, 
Mr.  Gramm,  Mr.  Mack,  Mr.  Fatrcloth,  Mr.  Bennett,  Mr.  Domenici, 
Mr.  Shelby,  Mr.  Chafee,  Mr.  Nickles,  Mr.  Conrad,  Mr.  Murkow- 
ski,  Mr.  Stevens,  Mr.  Lieberxian,  Mr.  Cohen,  Mr.  Pressler,  Mr. 
Gorton,  Mrs.  Kassebaum,  Mr.  Danforth,  and  Mr.  Jeffords)  intro- 
duced the  following  bill;  which  was  read  twice  and  referred  to  the  Com- 
mittee on  Banking,  Housing,  and  Urban  Affairs 


A  BILL 

To  increase  the  availability  of  credit  to  small  businesses 
by  eliminating  impediments  to  securitization  and  facili- 
tating the  development  of  a  secondary  market  in  small 
business  loans,  and  for  other  purposes. 

1  Be  it  enacted  by  t)ie  Senate  and  House  of  Representa- 

2  tives  oft)ie  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "Small  Business  Loan 

5  Securitization  and  Secondary  Market  Enhancement  Act  of 

6  1993". 
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1  SEC.  2.  SMALL,  BUSINESS  RELATED  SECURITY. 

2  (a)  Definition.— Section  3(a)  of  the  Securities  Ex- 

3  change  Act  of  1934  (15  U.S.C.  78c(a))  is  amended  by 

4  adding  at  the  end  the  following  new  paragraph: 

5  "(53)(A)  The  term  'small  business  related  secu- 

6  rity*  means  a  security  that  is  rated  in  1  of  the  4 

7  highest  rating  categories  by  at  least  1  nationally  rec- 

8  ognized  statistical  rating  organization,  and  either — 

9  "(i)  represents  an  interest  in  1  or  more 

10  promissory  notes  evidencing  the  indebtedness  of 

11  a  small  business  and  originated  by  an  insured 

12  depository  institution  (as  defined  in  section  3  of 

13  the    Federal    Deposit    Insurance    Act),    credit 

14  union,  insurance  company,  or  similar  institution 

15  which  is  supervised  and  examined  by  a  Federal 

16  or  State  authority;  or 

17  "(ii)  is  secured  by  an  interest  in  1  or  more 

18  promissory  notes  (with  or  without  recourse  to 

19  the  issuer)  and  provides  for  payments  of  prin- 

20  cipal  in  relation  to  payments,  or  reasonable  pro- 

21  jections  of  payments,  on  notes  meeting  the  re- 

22  quirements  of  subparagraph  (A). 

23  "(B)  For  purposes  of  this  paragraph — 

24  "(i)  an  interest  in  a  promissory  note  in- 

25  eludes  ownership  rights,  certificates  of  interest 

26  or  participation  in  such  notes,  and  rights  de- 
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1  signed  to  assure  servicing  of  such  notes,  or  the 

2  receipt  or   timely  receipt  of  amounts  payable 

3  under  such  notes;  and 

4  "(ii)  a  small  business  is  a  business  that 

5  meets  the  criteria  for  a  'small  business  concern' 

6  established   under   section   3(a)    of  the   Small 

7  Business  Act.". 

8  (b)  Conforming  Amendment. — Section  3(a)  of  the 

9  Securities  Exchange  Act  of  1934  (15  U.S.C.  78c(a))  is 

10  amended  by  redesignating  paragraph  (51)   defining  the 

11  term   "foreign  financial   regulator}'  authority"   as  para- 

12  graph  (52)  and  inserting  such  paragraph  after  paragraph 

13  (51),  defining  the  term  "penny  stocks". 

14  SEC.  3.  APPLICABILITY  OF  MARGIN  REQUIREMENTS. 

15  Section  7(g)  of  the  Securities  Exchange  Act  of  1934 

16  (15  U.S.C.  78g(g))  is  amended  by  inserting  "or  a  small 

17  business  related  security"  after  "mortgage  related  secu- 

18  rity". 

19  SEC.  4.  BORROWING  IN  THE  COURSE  OF  BUSINESS. 

20  Section  8(a)  of  the  Securities  Exchange  Act  of  1934 

21  (15  U.S.C.  78h(a))  is  amended  in  the  last  sentence  by  in- 

22  serting  "or  a  small  business  related  security"  after  "mort- 

23  gage  related  security". 
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1  SEC.  5.  SMALL  BUSINESS  RELATED  SECURITIES  AS  COL- 

2  LATERAL. 

3  Clause  (ii)  of  section  11(d)(1)  of  the  Securities  Ex- 

4  change  Act  of  1934  (15  U.S.C.  78k(d)(l))  is  amended  by 

5  inserting  "or  any  small  business  related  security"  after 

6  "mortgage  related  security". 

7  SEC.  6.  INVESTMENT  BY  DEPOSITORY  INSTITUTIONS. 

8  (a)  Home  Owners'  Loan  Act  Amendment. — Sec- 

9  tion  5(c)(1)  of  the  Home  Owners'  Loan  Act  (12  U.S.C. 

10  1464(c)(1))  is  amended  by  adding  at  the  end  the  following 

1 1  new  subparagraph: 

12  "(S)  Small  business  related  securi- 

13  TIES. — Investments    in    small   business   related 

14  securities  (as  defined  in  section  3(a)(53)  of  the 

15  Securities  Exchange  Act  of  1934),  subject  to 

16  such  regulations  as  the  Director  may  prescribe, 

17  including  regulations  concerning  the  minimum 

18  size  of  the  issue  (at  the  time  of  the  initial  dis- 

19  tribution)  or  minimum  aggregate  sales  price,  or 

20  both.". 

21  (b)  Credit  Unions.— Section  107(15)  of  the  Fed- 

22  eral  Credit  Union  Act  (12  U.S.C.  1757(15))  is  amended— 

23  (1)  in  subparagraph  (A),  by  striking  "or"  at 

24  the  end; 

25  (2)  in  subparagraph  (B),  by  inserting  "or"  at 

26  the  end;  and 
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1  (3)  by  adding  at  the  end  the  following  new  sub- 

2  paragraph: 

3  "(C)  are  small  business  related  securities 

4  (as  defined  in  section  3 (a)  (53)  of  the  Securities 

5  Exchange  Act  of  1934),  subject  to  such  regula- 

6  tions   as   the   Board   may   prescribe,   including 

7  regulations  prescribing  the  minimum  size  of  the 

8  issue  (at  the  time  of  the  initial  distribution)  or 

9  minimum  aggregate  sales  price,  or  both;". 

10  (c)    National    Banking   Associations. — Section 

11  5136  of  the  Revised  Statutes  (12  U.S.C.  24)  is  amended 

12  in  the  last  sentence  in  the  first  full  paragraph  of  para- 

13  graph  Seventh  by  striking  "or  (B)  are  mortgage"  and  in- 

14  serting  the  following:  "(B)  are  small  business  related  secu- 

15  rities  (as  defined  in  section  3(a)(53)  of  the  Securities  Ex- 

16  change  Act  of  1934);  or  (C)  are  mortgage". 

17  SEC.  7.  PREEMPTION  OF  STATE  LAW. 

18  (a)  In  General. — Section  106(a)(1)  of  the  Second- 

19  ary  Mortgage   Market   Enhancement  Act   of   1984    (15 

20  U.S.C.  77r-l(a)(l))  is  amended— 

21  (1)  by  striking  "or"  at  the  end  of  subparagraph 

22  (B); 

23  (2)  by  redesignating  subparagraph  (C)  as  sub- 

24  paragraph  (D);  and 
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1  (3)  by  inserting  after  subparagraph  (B)  the  fol- 

2  lowing  new  subparagraph: 

3  "(C)  small  business  related  securities  (as 

4  defined  in  section  3(a)(53)  of  the  Securities  Ex- 

5  change  Act  of  1934),  or". 

6  (b)  Obligations  of  the  United  States.— Section 

7  106(a)(2)  of  the  Secondary  Mortgage  Market  Enhance- 

8  ment  Act  of  1984  (15  U.S.C.  77r-l(a)(2))  is  amended— 

9  (1)  by  striking  "or"  at  the  end  of  subparagraph 
10  (B); 

H  .              (2)  by  redesignating  subparagraph  (C)  as  sub- 

12  paragraph  (D);  and 

13  (3)  by  inserting  after  subparagraph  (B)  the  fol- 

14  lowing  new  subparagraph: 

15  "(C)  small  business  related  securities  (as 

16  defined  in  section  3 (a) (53)  of  the  Securities  Ex- 

17  change  Act  of  1934),  or". 

18  (c)  Preemption  op  State  Laws.— Section  106(c) 

19  of  the  Secondary  Mortgage  Market  Enhancement  Act  of 

20  1984  (15  U.S.C.  77r-l(c))  is  amended— 

21  (1)  in  the  first  sentence,  by  striking  "or  that" 

22  and  inserting  ",  that"; 

23  (2)  by  inserting  ",  or  that  are  small  business 

24  related  securities  (as  defined  in  section  3(a)(53)  of 
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1  the  Securities  Exchange  Act  of  1934)"  before  "shall 

2  be  exempt";  and 

3  (3)  by  adding  at  the  end  the  following  new  sub- 

4  section: 

5  "(d)  Implementation. — 

6  "(1)     Limitation. — The     provisions     of    sub- 

7  sections  (a)  and  (b)  concerning  small  business  relat- 

8  ed  securities  shall  not  apply  with  respect  to  a  par- 

9  ticular  person,  trust,  corporation,  partnership,  asso- 

10  ciation,  business  trust,  or  business  entity  or  class 

1 1  thereof  in  any  State  that,  prior  to  the  expiration  of 

12  7  years  after  the  date  of  enactment  of  this  Act,  en- 

13  acts  a  statute  that  specifically  refers  to  this  section 

14  and  either  prohibits  or  provides  for  a  more  limited 

15  authority  to  purchase,  hold,  or  invest  in  small  busi- 

16  ness  related  securities  by  any  person,  trust,  corpora- 

17  tion,    partnership,    association,    business    trust,    or 

18  business  entity  or  class  thereof  than  is  provided  in 

19  such  amendments.  The  enactment  by  any  State  of 

20  any  statute  of  the  type  described  in  the  preceding 

21  sentence  shall  not  affect  the  validity  of  any  contrac- 

22  tual  commitment  to  purchase,  hold,  or  invest  that 

23  was  made  prior  to  such  enactment,  and  shall  not  re- 

24  quire  the  sale  or  other  disposition  of  any  small  busi- 
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1  ness  related  securities  acquired  prior  to  the  date  of 

2  such  enactment. 

3  "(2)  Enactment  of  state  provisions. — Any 

4  State  may,  not  later  than  7  years  after  the  date  of 

5  enactment  of  this  Act,  enact  a  statute  that  specifi- 

6  cally  refers  to  this  section  and  requires  registration 

7  or  qualification  of  any  small  business  related  securi- 

8  ties  on  terms  that  differ  from  those  applicable  to 

9  any  obligation  issued  by  the  United  States.". 

10  SEC.  8.  INSURED  DEPOSITORY  INSTITUTION  CAPITAL  RE- 

11  QUTREMENTS    FOR    TRANSFERS    OF    SMALL 

12  BUSINESS     LOANS     AND     rNVESTMENTS     IN 

1 3  SMALL  BUSINESS  RELATED  SECURITIES. 

14  (a)  ACCOUNTING  PRINCIPLES. — The  accounting  prin- 

15  ciples  applicable  to  the  transfer  of  a  small  business  loan 

16  with  recourse  contained  in  reports  or  statements  required 

17  to  be  filed  with  the  appropriate  Federal  banking  agencies 

18  by  all  insured  depository  institutions  shall  be  uniform  and 

19  consistent  with  generally  accepted  accounting  principles. 

20  (b)  Capital  Requirements. — The  amount  of  cap- 

21  ital  required  to  be  maintained  by  an  insured  depository 

22  institution  under  applicable  capital  standards  and  other 

23  capital  measures  with  respect  to  the  sale  of  a  small  busi- 

24  ness  loan  with  recourse,  as  reported  under  subsection  (a), 

25  shall  not  exceed  an  amount  sufficient  to  meet  the  institu- 
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1  tion's  reasonable  estimated  liability  under  the  recourse  ar- 

2  rangement. 

3  (c)  Investments  in  Small  Business  Related  Se- 

4  curities. — A  small  business  related   security  shall  be 

5  treated  as  a  similarly  rated   mortgage-backed  security 

6  under  the  risk-based  capital  requirement  applicable  to  in- 

7  sured  depository  institutions. 

8  (d)  Regulations  Required. — Not  later  than  180 

9  days  after  the  date  of  enactment  of  this  Act,  each  appro- 

10  priate  Federal  banking  agency  shall  promulgate  final  reg- 

1 1  ulations  implementing  this  section  not  later  than  180  days 

12  after  the  date  of  enactment  of  this  Act. 

13  (e)  Definitions. — For  purposes  of  this  section — 

14  (1)    the    term    "appropriate    Federal    banking 

15  agency"  has  the  same  meaning  as  in  section  3  of  the 

16  Federal  Deposit  Insurance  Act; 

17  (2)  the  term  "capital  standards"  has  the  same 

18  meaning  as  in  section  38(c)  of  the  Federal  Deposit 

19  Insurance  Act; 

20  (3)   the  term   "insured  depositor}-  institution" 

21  has  the  same  meaning  as  in  section  3  of  the  Federal 

22  Deposit  Insurance  Act; 

23  (4)  the  term  "other  capital  measures"  has  the 

24  same  meaning  as  in  section  38(c)  of  the  Federal  De- 

25  posit  Insurance  Act; 
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1  (5)  the  term  "recourse"  shall  have  the  meaning 

2  given  such  term  under  generally  accepted  accounting 

3  principles; 

4  (6)  the  term  "small  business"  means  a  business 

5  that  meets  the  criteria  for  a  small  business  concern 

6  established  under  section  3(a)  of  the  Small  Business 

7  Act;  and 

8  (7)  the  term  "small  business  related  security" 

9  has  the  same  meaning  as  in  section  3(a)(53)  of  the 

10  Securities    Exchange    Act    of    1934    (15    U.S.C. 

11  78c(a)(53). 

12  SEC.    9.    TRANSACTIONS    IN    SMALL    BUSINESS    RELATED 

1 3  SECURITIES  BY  EMPLOYEE  BENEFIT  PLANS. 

14  (a)  Prohibited  Transaction  Exemption. — The 

15  Secretary  of  Labor,  in  consultation  with  the  Secretary  of 

16  the  Treasury,  shall  exempt  transactions  involving  small 

17  business  related  securities  (as  defined  in  section  3(a)(53) 

18  of  the  Securities  Exchange  Act  of  1934  (as  added  by  sec- 

19  tion  2  of  this  Act)),  either  unconditionally  or  on  stated 

20  terms  and  conditions,  from  the  restrictions  of  sections  406 

21  and  407  of  the  Employee  Retirement  Income  Security  Act 

22  of  1974  (29  U.S.C.  1106,  1107)  and  the  taxes  imposed 

23  under  section  4975  of  the  Internal  Revenue  Code  of  1986 

24  (26  U.S.C.  4975). 
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1  (b)  CONDITIONS. — In  providing  for  the  exemption  re- 

2  quired  under  subsection  (a)  the  Secretary  of  Labor  shall 

3  consider — 

4  (1)  the  importance  of  facilitating  transactions 

5  in  small  business  related  securities;  and 

6  (2)  the  necessity  of  imposing  any  term  or  condi- 

7  tion  to  protect  the  rights  and  interests  of  partici- 

8  pants  and  beneficiaries  of  such  plan. 

9  (c)  Regulations. — Not  later  than  180  days  after 

10  the  date  of  enactment  of  this  Act,  the  Secretary  of  Labor 

1 1  shall  promulgate  final  regulations  to  carry  out  subsection 

12  (a). 

13  SEC.    10.   TAXATION   OF   SMALL   BUSINESS   LOAN   INVEST- 

14  MENT  CONDUITS. 

15  (a)  Taxation  Similar  to  REMIC. — The  Secretary 

16  of  the  Treasury  shall  promulgate  regulations  providing  for 

17  the  taxation  of  a  small  business  loan  investment  conduit 

18  and  the  holder  of  an  interest  therein  similar  to  the  tax- 

19  ation  of  a  real  estate  mortgage  investment  conduit  and 

20  the  holder  of  interests  therein  under  the  Internal  Revenue 

21  Code  of  1986. 

22  (b)  Adjustment  to  REMIC  Provisions. — In  pro- 

23  mulgating  regulations  under  subsection  (a),  the  Secretary 

24  shall  make  any  necessary  adjustments  to  the  real  estate 
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1  mortgage    investment    conduit    provisions    to    take    into 

2  consideration — 

3  (1)  the  purpose  of  facilitating  the  securitization 

4  of  small  business  loans  through  the  use  of  small 

5  business  loan  investment  conduits  and  the  develop- 

6  ment  of  a  secondary  market  in  small  business  loans; 

7  (2)  differences  in  the  nature  of  qualifying  mort- 

8  gages  in  a  real  estate  mortgage  investment  conduit 

9  and  small  business  loans  and  obligations;  and 

10  (3)  differences  in  the  practices  of  participants 

11  in  the  securitization  of  real  estate  mortgages  in  a 

12  real   estate   mortgage   investment  conduit  and  the 

13  securitization  of  other  assets. 

14  (c)  Small  Business  Loan  Investment  Conduit 

15  Defined. — For  purposes  of  this  section,  the  term  "small 

16  business  loan  investment  conduit"  means — 

17  (1)  any  entity  substantially  all  of  the  assets  of 

18  which  consist  of  any  obligation  (including  any  par- 

19  ticipation  or  certificate  of  beneficial  ownership  there- 

20  in)  of  a  business  that  meets  the  criteria  for  a  small 

21  business  concern  established  under  section  3(a)  of 

22  the  Small  Business  Act;  and 

23  (2)  if  such  obligation  was  originated  by  an  in- 

24  sured  depository  institution  (as  defined  in  section  3 

25  of  the  Federal  Deposit  Insurance  Act),  credit  union, 
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1  insurance  company,  or  similar  institution  which  is 

2  supervised  and  examined  by  an  appropriate  Federal 

3  or  State  authority. 
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S.478 


To  establish  the  Small  Business  Capital  Enhancement  Program  to  enhance 
the  availability  of  financing  for  small  business  concerns. 


IN  THE  SENATE  OF  THE  UNITED  STATES 

March  2  (legislative  day,  January  5),  1993 

Mr.  RlEGLE  (for  himself,  Mr.  LlEBERMAN,  and  Mr.  Dodd)  introduced  the 
following  bill;  which  was  read  twice  and  referred  to  the  Committee  on 
Banking,  Housing,  and  Urban  Affairs 


A  BILL 

To  establish  the  Small  Business  Capital  Enhancement  Pro- 
gram to  enhance  the  availability  of  financing  for  small 
business  concerns. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assertibled, 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "Small  Business  Capital 

5  Enhancement  Act  of  1993". 

6  SEC.  2.  FINDINGS  AND  PURPOSE. 

7  (a)  Findings. — The  Congress  finds  that — 

8  (1)  small  business  concerns  are  a  vital  part  of 

9  the   economy,   accounting  for  the   majority  of  new 
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1  jobs,  new  products,  and  new  services  created  in  the 

2  United  States; 

3  (2)  adequate  access  to  debt  capital  is  a  critical 

4  component  for  small  business  development,  produc- 

5  tivity,  expansion,  and  success  in  the  United  States; 

6  (3)  commercial  banks  are  the  most  important 

7  suppliers  of  debt  capital  to  small  business  concerns 

8  in  the  United  States; 

9  (4)  commercial  banks  and  other  depository  in- 

10  stitutions  have  various  incentives  to  minimize  their 

1 1  risk  in  financing  small  business  concerns; 

12  (5)  as  a  result  of  such  incentives,  many  small 

13  business  concerns  with  economically  sound  financing 

14  needs  are  unable  to  obtain  access  to  needed  debt 

15  capital; 

16  (6)  the  small  business  capital  access  programs 

17  implemented  by  certain  States  are  a  flexible  and  effi- 

18  cient  tool  to  assist  financial  institutions  in  providing 

19  access  to  needed  debt  capital  for  many  small  busi- 

20  ness  concerns  in  a  manner  consistent  with  safety 

21  and  soundness  regulations; 

22  (7)   a   small   business   capital   access   program 

23  would    complement    other    programs    which    assist 

24  small  business  concerns  in  obtaining  access  to  cap- 

25  ital;  and 
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1  (8)  Federal  policy  can  stimulate  and  accelerate 

2  efforts  by  States  to  implement  small  business  capital 

3  access  programs  by  providing  an  incentive  to  States, 

4  while  leaving  the  administration  of  such  programs  to 

5  each  participating  State. 

6  (b)  PURPOSE. — The  purposes  of  this  Act  are — 

7  (1)     to    promote    economic    opportunity    and 

8  growth; 

9  (2)  to  create  jobs; 

10  (3)  to  promote  economic  efficiency; 

11  (4)  to  enhance  productivity;  and 

12  (5)  to  spur  innovation; 

13  by  encouraging  States  to  implement  efficient  capital  ac- 

14  cess  programs  that  encourage  commercial  banks  and  other 

15  depository  institutions  to  provide  access  to  debt  capital  for 

16  a  broad  portfolio  of  small  business  concerns,  and  thereby 

17  promote  a  more  efficient  and  effective  debt  market. 

1 8  SEC.  3.  DEFINITIONS. 

19  For  purposes  of  this  Act — 

20  (1)  the  term  "Secretary"  means  the  Secretary 

21  of  Housing  and  Urban  Development; 

22  (2)    the    term    "appropriate    Federal    banking 

23  agency" — 

24  (A)  has  the  same  meaning  as  in  section  3 

25  of  the  Federal  Deposit  Insurance  Act;  and 
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1  (B)    includes   the   National   Credit   Union 

2  Administration  Board  in  the  ease  of  any  credit 

3  union  the  deposits  of  which  are  insured  in  ac- 

4  cordance  with  the  Federal  Credit  Union  Act; 

5  (3)  the  term  "early  loan"  means  a  loan  enrolled 

6  at  a  time  when  the  aggregate  dollar  amount  of  pre- 

7  viously  enrolled  loans  covered  under  the  Program  by 

8  a  particular  participating  financial  institution  is  less 

9  than  $5,000,000; 

10  (4)    the   term   "enrolled   loan"   means   a   loan 

11  made  by  a  participating  financial  institution  that  is 

12  enrolled  by  a  participating  State  in  accordance  with 

13  this  Act; 

14  (5)  the  term  "financial  institution"  means  any 

15  federally  or  State-chartered  commercial  bank,  sav- 

16  ings    association,    mutual    savings   bank,    or   credit 

17  union; 

18  (6)   the  term   "participating  financial   institu- 

19  tion"  means  any  financial  institution  that  has  en- 

20  tered  into  a  participation  agreement  with  a  partici- 

21  pating  State  in  accordance  with  section  5; 

22  (7)  the  term  "participating  State"  means  any 

23  State  that  has  been  approved  for  participation  in  the 

24  Program  in  accordance  with  section  4; 
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1  (8)  the  term  "passive  real  estate  ownership" 

2  means  ownership  of  real  estate  for  the  purpose  of 

3  deriving  income  from  speculation,  trade,  or  rental, 

4  except  that  such  term  shall  not  include — 

5  (A)  the  ownership  of  that  portion  of  real 

6  estate  being  used  or  intended  to  be  used  for  the 
operation  of  the  business  of  the  owner  of  the 

8  real  estate  (other  than  the  business  of  passive 

9  ownership  of  real  estate);  or 

10  (B)  the  ownership  of  real  estate  for  the 

1 1  purpose  of  construction  or  renovation,  until  the 

12  completion   of  the   construction   or   renovation 

13  phase; 

14  (9)  the  term  "Program"  means  the  Small  Busi- 

15  ness    Capital    Enhancement    Program    established 

16  under  this  Act; 

17  (10)  the  term  "reserve  fund"  means  a  fund,  es- 

18  tablished  by  a  participating  State,  earmarked  for  a 

19  particular  participating  financial  institution,  for  the 

20  purposes  of — 

21  (A)     depositing     all     required     premium 

22  charges  paid  by  the  participating  financial  insti- 

23  tution  and  by  each  borrower  receiving  a  loan 

24  under  the  Program  from  a  participating  finan- 

25  cial  institution; 
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1  (B)  depositing  contributions  made  by  the 

2  participating  State;  and 

3  (C)  covering  losses  on  enrolled  loans  by 

4  disbursing  accumulated  funds;  and 

5  (11)  the  term  "State"  means  the  States  of  the 

6  United  States  and  the  District  of  Columbia. 

7  SEC.  4.  APPROVING  STATES  FOR  PARTICIPATION. 

8  (a)  Application. — Any  State  may  apply  to  the  Sec- 

9  retary  for  approval  to  be  a  participating  State  under  the 

10  Program  and  to  be  eligible  for  reimbursement  by  the 

1 1  Secretary  pursuant  to  section  8. 

12  (b)  Approval  Criteria. — The  Secretary  shall  ap- 

13  prove  a  State  to  be  a  participating  State,  if — 

14  (1)  a  specific  department  or  agency  of  the  State 

15  has  been  designated  to  implement  the  Program; 

16  (2)  all  legal  actions  necessary  to  enable  such 

17  designated  department  or  agency  to  implement  the 

18  Program  have  been  accomplished; 

19  (3)  funds  in  the  amount  of  at  least  $1  for  every 

20  2  people  residing  in  the  State  (as  of  the  last  decen- 

21  nial  census  for  which  data  have  been  released)  are 

22  available  and  have  been  legally  committed  to  con- 

23  tributions  by  the  State  to  the  reserve  fund,  with 

24  such  funds  being  available  without  time  limit  and 

25  without  requiring  additional  legal  action,  except  that 
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1  such  requirements  shall  not  be  construed  to  limit  the 

2  authority  of  the  State  to  take  action  at  a  later  time 

3  that  results  in  the  termination  of  its  obligation  to 

4  enroll  loans  and  make  contributions  to  the  reserve 

5  fund; 

6  (4)  the  State  has  prescribed  a  form  of  partici- 

7  pation  agreement  to  be  entered  into  between  it  and 

8  each  participating  financial  institution  that  is  con- 

9  sistent  with  the  requirements  and  purposes  of  the 

10  Program;  and 

11  (5)  the  State  and  the  Secretary  have  executed 

12  a  reimbursement  agreement  that  conforms  to  the 

13  requirements  of  this  Act. 

14  (c)  Existing  State  Programs. — 

15  (1)  In  general. — A  State  that  is  not  a  partici- 

16  pating  State,  but  that  has  its  own  capital  access  pro- 

17  gram    providing    portfolio    insurance    for    business 

18  loans  (based  on  a  separate  loss  reserve  fund  for  each 

19  financial  institution),  may  apply  at  any  time  to  the 

20  Secretary  to  be  approved  to  be  a  participating  State. 

21  The  Secretary  shall  approve  such  State  to  be  a  par- 

22  ticipating  State,  and  to  be  eligible  for  reimburse- 

23  ments  by  the  Secretary  pursuant  to  section  8,  if  the 

24  State- 
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1  (A)  satisfies  the  requirements  of  subsection 

2  (a);  and 

3  (B)  certifies  that  each  affected  financial  in- 

4  stitution  has  satisfied  the  requirements  of  sec- 

5  tion  5. 

6  (2)  Applicable  terms  of  participation. — 

7  (A)  Status  op  institutions. — If  a  State 

8  is  approved  for  participation  under  paragraph 

9  (1),  each  financial  institution  with  a  participa- 

10  tion  agreement  in  effect  with  the  participating 

11  State  shall  immediately  be  considered  a  partici- 

12  pating    financial    institution.    Reimbursements 

13  may  be  made  under  section  8   in  connection 

14  with  all  contributions  made  to  the  reserve  fund 

15  by  the  State  in  connection  with  lending  that  oc- 

16  curs  on  or  after  the  date  on  which  the  Sec- 

17  retary  approves  the  State  for  participation. 

18  (B)    Effective    date    of    participa- 

19  TION. — If  an  amended  participation  agreement 

20  that   conforms  with   section   6   is   required   in 

21  order  to  secure  participation  approval  by  the 

22  Secretary,  contributions  subject  to  reimburse- 

23  ment  under  section  8  shall  include  only  those 

24  contributions  made  to  a  reserve  fund  with  re- 

25  spect  to  loans  enrolled  on  or  after  the  date  that 
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1  an   amended   participation   agreement  between 

2  the  participating  State  and  the  participating  fi- 

3  nancial  institution  becomes  effective. 

4  (C)    Use    of    accumulated    reserve 

5  FUNDS. — A  State  that  is  approved  for  partici- 

6  pation  in  accordance  with  this  subsection  may 

7  continue  to  implement  the  program  utilizing  the 

8  reserve  funds  accumulated  under  the  State  pro- 

9  gram. 

10  (d)  Prior  Appropriations  Requirement. — The 

11  Secretary  shall  not  approve  a  State  for  participation  in 

12  the  Program  until  at  least  $50,000,000  has  been  appro- 

13  priated  to  the  Secretary  (subject  to  an  appropriations 

14  Act),  without  fiscal  year  limitation,  for  the  purpose  of 

15  making  reimbursements  pursuant  to  section  8. 

16  (e)  Amendments  to  Agreements. — If  a  State  that 

17  has  been  approved  to  be  a  participating  State  wishes  to 

18  amend  its  form  of  participation  agreement  and  continue 

19  to  be  a  participating  State,  such  State  shall  submit  such 

20  amendment  for  review  by  the  Secretary  in  accordance  with 

21  subsection  (b)(4).  Any  such  amendment  shall  become  ef- 

22  fective  only  after  it  has  been  approved  by  the  Secretary. 

23  SEC.  5.  PARTICIPATION  AGREEMENTS. 

24  (a)  In  General. — A  participating  State  may  enter 

25  into  a  participation  agreement  with  any  financial  institu- 
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1  tion  determined  by  the  participating  State,  after  consulta- 

2  tion  with  the  appropriate  Federal  banking  agency,  to  have 

3  sufficient  commercial  lending  experience  and  financial  and 

4  managerial  capacity  to  participate  in  the  Program.  The 

5  determination  by  the  State  shall  not  be  reviewable  by  the 

6  Secretary. 

7  (b)    Participating    Financial    Institutions. — 

8  Upon  entering  into  the  participation  agreement  with  the 

9  participating  State,  the  financial  institution  shall  become 

10  a  participating  financial  institution  eligible  to  enroll  loans 

1 1  under  the  Program. 

12  SEC.  6.  TERMS  OF  PARTICIPATION  AGREEMENTS. 

13  (a)  In  General. — The  participation  agreement  to  be 

14  entered  into  by  a  participating  State  and  a  participating 

15  financial  institution  shall  include  all  provisions  required 

16  by  this  section,  and  shall  not  include  any  provisions  incon- 

17  sistent  with  the  provisions  of  this  section. 

18  (b)     Establishment     of     Separate     Reserve 

19  Funds. — A  separate  reserve  fund  shall  be  established  by 

20  the  participating  State  for  each  participating  financial  in- 

21  stitution.  All  funds  credited  to  a  reserve  fund  shall  be  the 

22  exclusive  property  of  the  participating  State.  Each  reserve 

23  fund  shall  be  an  administrative  account  for  the  purposes 

24  of— 
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1  (1)  receiving  all  required  premium  charges  to 

2  be  paid  by  the  borrower  and  participating  financial 

3  institution   and   contributions  by  the  participating 

4  State;  and 

5  (2)  disbursing  funds,  either  to  cover  losses  sus- 

6  tained  by  the  participating  financial  institution  in 

7  connection  with  loans  made  under  the  Program,  or 

8  as  contemplated  by  subsections  (d)  and  (r). 

9  (c)  Investment  Authority. — Subject  to  applicable 

10  State  law,  the  participating  State  may  invest  funds  held 

11  in  a  reserve  fund  by  establishing  a  deposit  account  at  the 

12  participating  financial  institution  in  the  name  of  the  par- 

13  ticipating  State.  In  the  event  that  funds  in  the  reserve 

14  fund  are  not  deposited  in  such  an  account,  such  funds 

15  shall  be  invested  in  a  form  that  the  participating  State 

16  determines  is  safe  and  liquid. 

17  (d)  Earned  Income  and  Interest. — Interest  or  in- 

18  come  earned  on  the  funds  credited  to  a  reserve  fund  shall 

19  be  deemed  to  be  part  of  the  reserve  fund,  except  that  a 

20  participating  State  may,  as  specified  in  the  participation 

21  agreement,  provide  authority  for  the  participating  State 

22  to  withdraw  some  or  all  of  such  interest  or  income  earned. 

23  (e)  Loan  Terms  and  Conditions. — 

24  (1)  In  general. — A  loan  to  be  filed  for  enroll- 

25  ment  under  the  Program  may  be  made  with  such  in- 
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1  terest  rate,  fees,  and  other  terms  and  conditions  as 

2  agreed  upon  by  the  participating  financial  institution 

3  and  the  borrower,  consistent  with  applicable  law. 

4  (2)  Lines  of  credit. — If  a  loan  to  be  filed  for 

5  enrollment  is  in  the  form  of  a  line  of  credit,  the 

6  amount  of  the  loan  shall  be  considered  to  be  the 

7  maximum  amount  that  can  be  drawn  by  the  bor- 

8  rower  against  the  line  of  credit. 

9  (f)  Enrollment  Process. — 

10  (1)  Filing.— 

11  (A)  In  general. — A  participating  finan- 

12  cial  institution  shall  file  for  enrollment  of  each 

13  loan  made  under  the  Program  by  completing 

14  and   submitting  to   the   participating   State   a 

15  form  prescribed  by  the  participating  State. 

16  (B)  FORM. — The  form  referred  to  in  sub- 

17  paragraph  (A)  shall  include  a  representation  by 

18  the  participating  financial  institution  that  it  has 

19  complied  with  the  participation  agreement  in 

20  enrolling  the  loan  with  the  State. 

21  (C)    Premium    charges. — Accompanying 

22  the  completed  form  shall  be  the  nonrefundable 

23  premium  charges  paid  by  the  borrower  and  the 

24  participating  financial  institution,  or  evidence 

25  that  such  premium  charges  have  been  deposited 
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1  into  the  deposit  account  containing  the  reserve 

2  fund,  if  applicable. 

3  (D)       Submission. — The      participation 

4  agreement  shall  require  that  the  items  required 

5  by  this  subsection  shall  be  submitted  to  the  par- 

6  ticipating  State  by  the  participating  financial 

7  institutions   not  later  than   10  calendar  days 

8  after  a  loan  is  made. 

9  (2)  Enrollment  by  state. — Upon  receipt  by 

10  the  participating  State  of  the  filing  submitted  in  ac- 

11  cordance  with  paragraph  (1),  the  participating  State 

12  shall  promptly  enroll  the  loan  and  make  a  matching 

13  contribution  to  the  reserve  fund  in  accordance  with 

14  subsection  (j),  unless  the  information  submitted  in- 

15  dicates  that  the  participating  financial  institution 

16  has  not  complied  with  the  participation  agreement  in 

17  enrolling  the  loan. 

18  (g)  Coverage  Amount. — In  filing  a  loan  for  enroll- 

19  ment  under  the  Program,  the  participating  financial  insti- 

20  tution  may  specify  an  amount  to  be  covered  under  the 

21  Program  that  is  less  than  the  full  amount  of  the  loan. 

22  (h)  Premium  Charges. — 

23  (1)  Minimum  and  maximum  amounts. — The 

24  premium  charges  payable  to  the  reserve  fund  by  the 

25  borrower  and  the  participating  financial  institution 
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1  shall  be  prescribed  by  the  participating  financial  in- 

2  stitution,  within  minimum  and  maximum  limits  set 

3  forth  in  the  participation  agreement.  The  participa- 

4  tion  agreement  shall  establish  minimum  and  maxi- 

5  mum    limits    whereby    the    sum    of   the    premium 

6  charges  paid  in  connection  with  a  loan  by  the  bor- 

7  rower  and  the  participating  financial  institution  is 

8  not  less  than  3  percent  nor  more  than  7  percent  of 

9  the  amount  of  the  loan  covered  under  the  Program. 

10  (2)  Allocation  of  premium  charges. — The 

11  participation  agreement  shall  specify  terms  for  allo- 

12  eating  premium  charges  between  the  borrower  and 

13  the  participating  financial  institution.  However,  if 

14  the  participating  financial  institution  is  required  to 

15  pay  any  of  the  premium  charges,  the  participation 

16  agreement  shall  authorize  the  participating  financial 

17  institution  to  recover  from  the  borrower  the  cost  of 

18  the  participating  financial  institution's  payment,  in 

19  any  manner  on   which   the   participating  financial 

20  institution  and  the  borrower  agree. 

21  (i)  Restrictions. — 

22  (1)  Actions  prohibited. — Except  as  provided 

23  in  subsection   (h)   and  paragraph   (2)   of  this  sub- 

24  section,  the  participating  State  may  not — 
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1  (A)    impose    any   restrictions   or   require- 

2  ments,  relating  to  the  interest  rate,  fees,  collat- 

3  eral,  or  other  business  terms  and  conditions  of 

4  the  loan;  or 

5  (B)  condition  enrollment  of  a  loan  in  the 

6  Program  on  the  State's  review  of  the  risk  or 

7  creditworthiness  of  a  loan. 

8  (2)  Effect  on  other  law. — Nothing  in  this 

9  Act  shall  affect  the  applicability  of  any  other  law  to 

10  the  conduct  by  a  participating  financial  institution 

11  of  its  business. 

12  (j)   State   Contributions. — In  enrolling  a  loan 

13  under  the  Program,  the  participating  State  shall  contrib- 

14  ute  to  the  reserve  fund  an  amount,  as  provided  for  in  the 

15  participation  agreement,  which  shall  not  be  less  than  the 

16  sum  of  the  amount  of  premium  charges  paid  by  the 

17  borrower  and  the  participating  financial  institution. 

18  (k)  Claims  by  Financial  Institutions. — 

19  (1)  Filing. — If  a  participating  financial  insti- 

20  tution  charges  off  all  or  part  of  an  enrolled  loan, 

21  such  participating  financial  institution  may  file  a 

22  claim  for  reimbursement  with  the  participating  State 

23  by  submitting  a  form  that — 

24  (A)  includes  the  participating  financial  in- 

25  stitution's  representation  that  it  is  filing  the 
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1  claim  in  accordance  with  the  terms  of  the  appli- 

2  cable  participation  agreement;  and 

3  (B)    contains   such   other   information   as 

4  may  be  required  by  the  participating  State. 

5  (2)  Timing. — Any  claim  filed  under  paragraph 

6  (1)  shall  be  filed  contemporaneously  with  the  action 

7  of  the  participating  financial  institution  to  charge 

8  off  all  or  part  of  an  enrolled  loan.  The  participating 

9  financial  institution  shall  determine  when  and  how 

10  much  to  charge  off  on  an  enrolled  loan,  in  a  manner 

1 1  consistent  with  its  usual  method  for  making  such  de- 

12  terminations  on  business  loans  that  are  not  enrolled 

13  loans  under  this  Act. 

14  (1)  Claims  for  Other  Expenses. — A  claim  filed  by 

15  a    participating   financial    institution    may   include    the 

16  amount  of  principal  charged  off,  not  to  exceed  the  covered 

17  amount  of  the  loan.  Such  claim  may  also  include  accrued 

1 8  interest  and  expenses,  as  provided  for  under  the  participa- 

19  tion  agreement. 

20  (m)  Payment  of  Claims. — 

21  (1)  In  general. — Except  as  provided  in  sub- 

22  section  (n)   and  paragraph  (2)  of  this  subsection, 

23  upon  receipt  of  a  claim  filed  in  accordance  with  this 

24  section  and  the  participation  agreement,  the  partici- 

25  pating  State  shall  promptly  pay  to  the  participating 
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1  financial  institution,  from  funds  in  the  reserve  fund, 

2  the  full  amount  of  the  claim  as  submitted. 

3  (2)  Insufficient  reserve  funds. — If  there 

4  are  insufficient  funds  in  the  reserve  fund  to  cover 

5  the  entire  amount  of  a  participating  financial  insti- 

6  tution's  claim,  the  participating  State  shall  pay  to 
the   participating   financial   institution   an   amount 

8  equal  to  the  current  balance  in  the  reserve  fund.  If 

9  the   enrolled   loan   for  which   the   claim   has   been 

10  filed— 

11  (A)   is  not  an  early  loan,   such  payment 

12  shall  be  deemed  to  fully  satisfy  the  claim,  and 
!3  the  participating  financial  institution  shall  have 
!4                   no  other  or  further  right  to  receive  any  amount 

15  from   the   reserve   fund  with   respect  to   such 

16  claim;  or 

17  (B)  is  an  early  loan,  such  partial  payment 
!8                   shall  not  be  deemed  to  fully  satisfy  the  partici- 

19  pating  financial  institution's  claim,  and  at  such 

20  time  as  the  remaining  balance  of  the  claim  does 

21  not  exceed  75  percent  of  the  balance  in  the  re- 

22  serve  fund,  the  participating  State  shall,  upon 

23  the  request  of  the  participating  financial  insti- 

24  tution,  pay  any  remaining  amount  of  the  claim. 
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1  (n)  Denial  of  Claims. — A  participating  State  may 

2  deny  a  claim  if  a  representation  or  warranty  made  by  the 

3  participating   financial    institution    to    the   participating 

4  State  at  the  time  that  the  loan  was  filed  for  enrollment 

5  or  at  the  time  that  the  claim  was  submitted  was  known 

6  by  the  participating  financial  institution  to  be  false. 

7  (o)  Subsequent  Recovery  of  Claim  Amount. — 

8  If,  subsequent  to  payment  of  a  claim  by  the  participating 

9  State,  a  participating  financial  institution  recovers  from 

10  a  borrower  any  amount  for  which  payment  of  the  claim 

11  was  made,   the  participating  financial  institution  shall 

12  promptly  pay  to  the  participating  State  for  deposit  into 

13  the  reserve  fund  the  amount  recovered,  less  any  expenses 

14  incurred  by  the  institution  in  collection  of  such  amount. 

15  (p)  Participation  Agreement  Terms. — 

16  (1)  In  GENERAL. — In  connection  with  the  filing 

17  of  a  loan  for  enrollment  in  the  Program,  the  partici- 

18  pation  agreement — 

19  (A)  shall  require  the  participating  financial 

20  institution  to  obtain  an  assurance  from  each 

21  borrower  that — 

22  (i)   the  proceeds  of  the  loan  will  be 

23  used  for  a  business  purpose; 

24  (ii)  the  loan  will  not  be  used  to  fi- 

25  nance  passive  real  estate  ownership;  and 
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1  (iii)  the  borrower  is  not — 

2  (I)  an  executive  officer,  director, 

3  or  principal  shareholder  of  the  partici- 

4  pating  financial  institution; 

5  (II)  a  member  of  the  immediate 

6  family  of  an  executive  officer,  director, 

7  or  principal  shareholder  of  the  partici- 

8  pating  financial  institution;  or 

9  (III)    a   related   interest   of  any 

10  such  executive  officer,  director,  prin- 

11  cipal  shareholder,   or  member  of  the 

12  immediate  family; 

13  (B)  shall  require  the  participating  financial 

14  institution  to  provide  assurances  to  the  partici- 

15  pating  State  that  the  loan  has  not  been  made 

16  in  order  to  place  under  the  protection  of  the 

17  Program  prior  debt  that  is  not  covered  under 

18  the  Program  and  that  is  or  was  owed  by  the 

19  borrower  to  the  participating  financial  institu- 

20  tion  or  to  an  affiliate  of  the  participating  finan- 

21  cial  institution; 

22  (C)  may  provide  that  if — 

23  (i)  a  participating  financial  institution 

24  makes  a  loan  to  a  borrower  that  is  a  refi- 

25  nancing  of  a  loan  previously  made  to  the 
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1  borrower  by  the  participating  financial  in- 

2  stitution  or  an  affiliate  of  the  participating 

3  financial  institution; 

4  (ii)  such  prior  loan  was  not  enrolled  in 

5  the  Program;  and 

6  (iii)  additional  or  new  financing  is  ex- 

7  tended  by  the  participating  financial  insti- 

8  tution  as  part  of  the  refinancing, 

9  the  participating  financial  institution  may  file 

10  the  loan  for  enrollment,  with  the  amount  to  be 

11  covered  under  the  Program  not  to  exceed  the 

12  amount  of  any  additional  or  new  financing;  and 

13  (D)  may  include  additional  restrictions  on 

14  the  eligibility  of  loans  or  borrowers  that  are  not 

15  inconsistent  with  the  provisions  and  purposes  of 

16  this  Act. 

17  (2)  Definitions. — For  purposes  of  this  sub- 

18  section,   the  terms   "executive   officer",   "director", 

19  "principal   shareholder",    "immediate   family",    and 

20  "related  interest"  refer  to  the  same  relationship  to 

21  a  participating  financial  institution  as  the  relation- 

22  ship  described  in  part  215  of  title  12  of  the  Code 

23  of  Federal  Regulations,   or  any  successor  to  such 

24  part. 
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1  (q)   Termination  Clause. — In  each  participation 

2  agreement,  the  participating  State  shall  reserve  for  itself 

3  the  ability  to  terminate  its  obligation  to  enroll  loans  under 

4  the  Program.  Any  such  termination  shall  be  prospective 

5  only,  and  shall  not  apply  to  amounts  of  loans  enrolled 

6  under  the  Program  prior  to  such  termination. 

7  (r)  Allowable  Withdrawals  From  Fund. — The 

8  participation  agreement  may  provide  that,  if,  for  any  con- 

9  secutive  period  of  not  less  than  24  months,  the  aggregate 

10  outstanding  balance  of  all  enrolled  loans  for  a  participat- 

11  ing  financial  institution  is  continually  less  than  the  out- 

12  standing  balance  in  the  reserve  fund  for  that  participating 

13  financial  institution,  the  participating  State,  in  its  discre- 

14  tion,  may  withdraw  an  amount  from  the  reserve  fund  to 

15  bring  the  balance  in  the  reserve  fund  down  to  the  out- 

16  standing  balance  of  all  such  enrolled  loans. 

17  SEC.  7.  REPORTS. 

18  (a)  Reserve  Funds  Report. — On  or  before  the  last 

19  day  of  each  calendar  quarter,  a  participating  State  shall 

20  submit  to  the  Secretary  a  report  relating  to  contributions 

21  to  reserve  funds  made  by  the  participating  State  during 

22  the  previous  quarter.  If  the  participating  State  has  made 

23  contributions  to  one  or  more  reserve  funds  during  the 

24  previous  quarter,  the  report  shall — 
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1  (1)  indicate  the  total  amount  of  such  contribu- 

2.  tions; 

3,  (2)  indicate  the  amount  of  contributions  which 

4  is  subject  to  reimbursement,  which  shall  be  equal  to 

5  the  total  amount  of  contributions,  unless  one  of  the 

6  limitations  contained  in  section  8  is  applicable; 

7  (3)  if  one  of  the  limitations  in  section  8  is  ap- 

8  plicable,  provide  documentation  of  the  applicability 

9  of  such  limitation  for  each  loan  for  which  the  limita- 

10  tion  applies;  and 

11  (4)  include  a  certification  by  the  participating 

12  State  that— 

13  (A)  the  information  provided  in  accordance 

14  with  paragraphs  (1),  (2),  and  (3)  is  accurate; 

15  (B)  funds  in  an  amount  meeting  the  mini- 

16  mum  requirements  of  section  4(b)(3)  continue 

17  to  be  legally  committed  to  the  reserve  funds, 

18  less  any  amount  that  has  been  contributed  by 

19  the  State  to  the  reserve  funds  subsequent  to  the 

20  State  being  approved  for  participation  in  the 

21  Program; 

22  (C)  there  has  been  no  unapproved  amend- 

23  ment   to   any  participation   agreement   or   the 

24  form  of  participation  agreements;  and 
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1  (D)   the  participating  State   is   otherwise 

2  implementing  the  Program  in  accordance  with 

3  this  Act  and   regulations   issued  pursuant  to 

4  section  10. 

5  (b)  Annual  Data. — Not  later  than  March  31  of 

6  each  year,  each  participating  State  shall  submit  to  the 

7  Secretary  data  for  the  prior  year  indicating  the  number 

8  of  borrowers   financed   under   the   Program,    the   total 

9  amount  of  covered  loans,  and  breakdowns  by  industry 

10  type,  loan  size,  annual  sales,  and  number  of  employees  of 

1 1  the  borrowers  financed. 

12  (c)  FORM. — The  reports  filed  pursuant  to  subsections 

13  (a)  and  (b)  shall  be  in  such  form  as  the  Secretary  may 

14  require. 

15  SEC.  8.  REIMBURSEMENT  BY  THE  SECRETARY. 

16  (a)  Reimbursements. — Not  later  than  30  calendar 

17  days  after  receiving  a  report  filed  in  compliance  with  sec- 

18  tion  7,  the  Secretary  shall  reimburse  the  participating 

19  State  in  an  amount  equal  to  50  percent  of  the  amount 

20  of  contributions  by  the  participating  State  to  the  reserve 

21  funds  that  are  subject  to  reimbursement  by  the  Secretary 

22  pursuant  to  section  7  and  this  section.  The  Secretary  shall 

23  reimburse  participating  States,  as  it  receives  reports  pur- 

24  suant  to  section  7(a),  until  available  funds  are  expended. 
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1  (b)  Size  of  Assisted  Borrower. — The  Secretary 

2  shall  not  provide  any  reimbursement  to  a  participating 

3  State  with  respect  to  an  enrolled  loan  made  to  a  borrower 

4  that  has  500  or  more  employees  at  the  time  that  the  loan 

5  is  enrolled  in  the  Program. 

6  (c)  Three-Year  Maximum. — The  amount  of  reim- 

7  bursement  to  be  provided  by  the  Secretary  to  a  participat- 

8  ing  State  over  any  3-year  period  in  connection  with  loans 

9  made  to  any  single  borrower  or  any  group  of  borrowers 

10  among  which  a  common  enterprise  exists  shall  not  exceed 

1 1  $75,000.  For  purposes  of  this  subsection,  "common  enter- 

12  prise"  shall  have  the  same  meaning  as  in  part  32  of  title 

13  12  of  the  Code  of  Federal  Regulations,  or  any  successor 

14  to  that  part. 

15  (d)  Loans  Totaling  Less  Than  $2,000,000.— In 

16  connection  with  a  loan  in  which  the  covered  amount  of 

17  the  loan  plus  the  covered  amount  of  all  previous  loans  en- 

18  rolled  by  a  participating  financial  institution  does  not  ex- 

19  ceed  $2,000,000,  the  amount  of  reimbursement  by  the 

20  Secretary  to  the  participating  State  shall  not  exceed  the 

21  lesser  of — 

22  (1)    75   percent   of  the   sum   of  the   premium 

23  charges  paid  to  the  reserve  fund  by  the  borrower 

24  and  the  participating  financial  institution;  or 
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1  (2)  5.25  percent  of  the  covered  amount  of  the 

2  loan. 

3  (e)  Loans  Totaling  More  Than  $2,000,000.— In 

4  connection  with  a  loan  in  which  the  sum  of  the  covered 

5  amounts  of  all  previous  loans  enrolled  by  the  participating 

6  financial  institution  in  the  Program  equals  or  exceeds 

7  $2,000,000,  the  amount  of  reimbursement  to  be  provided 

8  by  the  Secretary  to  the  participating  State  shall  not  exceed 

9  the  lesser  of — 

10  (1)    50   percent  of  the   sum  of  the  premium 

11  charges  paid  by  the  borrower  and  the  participating 

12  financial  institution;  or 

13  (2)  3.5  percent  of  the  covered  amount  of  the 

14  loan. 

15  (f)  Other  Amounts.— In  connection  with  the  enroll- 

16  ment  of  a  loan  that  will  cause  the  aggregate  amount  of 

17  all  enrolled  loans  to  exceed  $2,000,000,  the  amount  of  re- 

18  imbursement  by  the  Secretary  to  the  participating  State 

19  shall  be  determined — 

20  (1)  by  applying  subsection  (d)  to  the  portion  of 

21  the  loan,  which  when  added  to  the  amount  of  all  pre- 

22  viously  enrolled  loans  equals  $2,000,000;  and 
(2)  by  applying  subsection  (e)  to  the  balance  of 


23 


24  the  loan. 
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1  SEC.  9.  REIMBURSEMENT  TO  THE  SECRETARY. 

2  (a)  In  General. — If  a  participating  State  withdraws 

3  funds  from  a  reserve  fund  pursuant  to  terms  of  the  par- 

4  ticipation  agreement  permitted  by  subsection  (d)  or  (r)  of 

5  section  6,  such  participating  State  shall,  not  later  than 

6  15  calendar  days  after  such  withdrawal,  submit  to  the  Sec- 

7  retary  an  amount  computed  by  multiplying  the  amount 

8  withdrawn  by  the  appropriate  factor,  as  determined  under 

9  subsection  (b). 

10  (b)  Factor. — The  appropriate  factor  shall  be  ob- 

1 1  tained  by  dividing  the  total  amount  of  contributions  that 

12  have  been  made  by  the  participating  State  to  all  reserve 

13  funds  which  were  subject  to  reimbursement — 

14  (1)  by  2;  and 

15  (2)  by  the  total  amount  of  contributions  made 

16  by  the  participating  State  to  all  reserve  funds,  in- 

17  eluding  if  applicable,  contributions  that  have  been 

18  made  by  the  State  prior  to  becoming  a  participating 

19  State  if  the  State  continued  its  own  capital  access 

20  program  in  accordance  with  section  4(b). 

21  SEC.  10.  regulations. 

22  The  Secretary  shall  promulgate  appropriate  regula- 

23  tions  to  implement  this  Act. 

24  SEC.  11.  AUTHORIZATION  OF  APPROPRIATIONS. 

25  There  are  authorized  to  be  appropriated  to  the  Sec- 

26  retary  $50,000,000  to  carry  out  this  Act. 
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103d  CONGRESS 
1st  Session 


S.479 


To  amend  the  Securities  Act  of  1933  and  the  Investment  Company  Act 
of  1940  to  promote  capital  formation  for  small  businesses  and  others 
through  exempted  offerings  under  the  Securities  Act  and  through  invest- 
ment pools  that  are  excepted  or  exempted  from  regulation  under  the 
Investment  Company  Act  of  1940  and  through  business  development 
companies. 


IN  THE  SENATE  OF  THE  UNITED  STATES 

March  2  (legislative  day,  January  5),  1993 
Mr.  DODD  (for  himself,  Mr.  RlEGLE,  Mr.  D'Ajiato,  Mr.  Kerry,  Mr.  Bryan, 
Mr.  Mack,  and  Mr.  DOMENICI)  introduced  the  following  bill;  which  was 
read  twice  and  referred  to  the  Committee  on  Banking,  Housing,  and 
Urban  Affairs 


A  BILL 

To  amend  the  Securities  Act  of  1933  and  the  Investment 
Company  Act  of  1940  to  promote  capital  formation  for 
small  businesses  and  others  through  exempted  offerings 
under  the  Securities  Act  and  through  investment  pools 
that  are  excepted  or  exempted  from  regulation  under 
the  Investment  Company  Act  of  1940  and  through  busi- 
ness development  companies. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  t)ie  United  States  of  America  in  Congress  assembled, 


129 


2 

1  SECTION  1.  SHORT  TITLE. 

2  This  Act  may  be  cited  as  the  "Small  Business  Incen- 

3  tive  Act  of  1993". 

4  TITLE  I— AMENDMENT  TO  THE 

5  SECURITIES  ACT  OF  1933 

6  SEC.  101.  EXEMPTED  SECURITIES. 

7  Section  3(b)  of  the  Securities  Act  of  1933  (15  U.S.C. 

8  77c(b))  is  amended  by  striking  "$5,000,000"  and  insert- 

9  ing  "$10,000,000". 

io  TITLE  II— AMENDMENTS  TO  THE 

n  INVESTMENT    COMPANY    ACT 

12  OF  1940 

13  SEC.  201.  EXCLUSIONS  FROM  THE  DEFINITION  OF  INVEST- 

14  MENT  COMPANY. 

15  Section  3(c)  of  the  Investment  Company  Act  of  1940 

16  (15  U.S.C.  80a-3(c))  is  amended— 

17  (1)  In  paragraph  (1)  by  adding  after  the  first 

18  sentence  the  following  new  sentence:  "Such  issuer 

19  shall  be  deemed  to  be  an  investment  company  for 

20  purposes  of  the  limitations  set  forth  in  subpara- 

21  graphs  (A)(i)  and  (B)(i)  of  section  12(d)(1)  govern- 

22  ing  the  purchase  or  other  acquisition  by  such  issuer 

23  of  any  security  issued  by  a   registered  investment 

24  company  and  the  sale  of  any  security  issued  by  a 

25  registered  open-end  investment  company  to  any  such 

26  issuer."; 
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1  (2)  In  paragraph  (1)(A)— 

2  (A)  by  inserting  after  "issuer,"  the  first 

3  place  it  appears  "and  the  company  is  or,  but 

4  for  the  exceptions  set  forth  in  this  paragraph 

5  and  paragraph   (7),   would  be   an   investment 

6  company,"; 

7  (B)  by  striking  "paper)  unless  as  of  the 

8  date"  and  all  that  follows  through  the  end  of 

9  subparagraph  (A)  and  inserting  the  following: 

10  "paper).";  * 

11  (3)  by  amending  paragraph  (7)  to  read  as  fol- 

12  lows: 

13  "(7)  Any  issuer  whose  outstanding  securities 

14  are  owned  exclusively  by  persons  who,  at  the  time  of 

15  acquisition   of  such   securities,    are   qualified   pur- 

16  chasers,  except  that  such  issuer  shall  be  deemed  to 

17  be  an  investment  company  for  purposes  of  the  limi- 

18  tations  set  forth  in  subparagraphs  (A)(i)  and  (B)(i) 

19  of  section  12(d)(1)  governing  the  purchase  or  other 

20  acquisition  by  such  issuer  of  any  security  issued  by 

21  a  registered  investment  company  and  the  sale  of  any 

22  security  issued  by  a  registered  open-end  investment 

23  company  to  any  such  issuer.". 
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1  SEC.  202.  DEFINITION  OF  QUALIFIED  PURCHASER. 

2  Section  2(a)  of  the  Investment  Company  Act  of  1940 

3  (15  U.S.C.  80a-2(a))  is  amended  by  adding  at  the  end 

4  the  following  new  paragraph: 

5  "(51)  'Qualified  purchaser'  means  any  person 

6  whom  the  Commission,  by  rule  or  regulation,  has  de- 

7  termined  does  not  need  the  protections  of  this  title. 

8  The  Commission's  determination  shall  include  con- 

9  sideration  of  a  person's — 

10  "(A)  financial  sophistication; 

11  "(B)  net  worth; 

12  "(C)  knowledge  of  and  experience  in  finan- 

13  cial  matters; 

14  "(D)   amount   of  assets   owned  or  under 

15  management; 

16  "(E)  relationship  with  an  issuer;  or 

17  "(F)  such  other  factors  as  the  Commission 

18  may  determine  to  be  consistent  with  the  pur- 

19  poses  of  this  paragraph.". 

20  SEC.  203.  DEFINITION  OF  INVESTMENT  SECURnTES. 

21  Section  3(a)  of  the  Investment  Company  Act  of  1940 

22  (15  U.S.C.  80a-3(a))  is  amended  in  the  last  sentence  by 

23  striking  subparagraph   (C)   and   inserting  the  following: 

24  "(C)  securities  issued  by  any  majority-owned  subsidiary 

25  of  the  owner,  unless  such  subsidiary  is  an  investment  com- 

26  pany  or  is  excluded  from  the  definition  of  an  investment 
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1  company  solely  by  virtue  of  paragraph  (1)  or  (7)  of  section 

2  3(c).". 

3  SEC.  204.  EXEMPTION  FOR  BUSINESS  AND  INDUSTRIAL  DE- 

4  VELOPMENT  COMPANIES. 

5  Section  6(a)  of  the  Investment  Company  Act  of  1940 

6  (15  U.S.C.  80a-6(a))  is  amended  by  adding  at  the  end 

7  the  following  new  paragraph: 

8  "(5)(A)  Any  company  that  is  not  engaged  in 

9  the  business  of  issuing  redeemable  securities,  the  op- 

10  erations  of  which  are  subject  to  regulation  by  the 

11  State  in  which  it  is  organized  under  a  statute  gov- 

12  erning  entities  that  provide  financial  or  managerial 

13  assistance  to  enterprises  doing  business,  or  propos- 

14  ing  to  do  business,  primarily  in  that  State  if — 

15  "(i)  the  organizational  documents  of  such 

16  company  state  that  the  purpose  of  the  company 

17  is  limited  to  providing  financial  or  managerial 

18  assistance  to  enterprises  doing  business,  or  pro- 

19  posing  to  do  business,  primarily  in  that  State; 

20  "(ii)  immediately  following  each  sale  of  the 

21  securities  of  such  company  by  the  company  or 

22  any  underwriter  for  the  company,  not  less  than 

23  80  percent  of  the  company's  securities  being  of- 

24  fered  in  such  sale,  on  a  class-by-class  basis,  are 
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1  held  by  persons  who  reside  or  have  a  substan- 

2  tial  business  presence  in  that  State; 

3  "(hi)  the  securities  of  such  company  are 

4  sold,  or  proposed  to  be  sold,  by  the  company  or 

5  any  underwriter  for  the  company,  solely  to  ac- 

6  credited  investors,  as  defined  in  section  2(15)  of 

7  the  Securities  Act  of  1933,  or  to  such  other 

8  persons  that  the  Commission,  as  necessary  or 

9  appropriate  in  the  public  interest  and  consistent 

10  with  the  protection  of  investors,  may  permit  by 

1 1  rule,  regulation,  or  order;  and 

12  "(iv)  the  company  does  not  purchase  any 

13  security  issued  by  an  investment  company,  as 

14  defined  in  section  3,  or  by  any  company  that 

15  would  be  an  investment  company  except  for  the 

16  exclusions   from   the   definition   of  investment 

17  company  in  section  3(c),  other  than — 

18  "(I)  any  security  that  is  rated  invest- 

19  ment  grade  by  at  least  1  nationally  recog- 

20  nized  statistical  rating  organization;  or 

21  "(II)   any  security  issued  by  a  reg- 

22  istered  open-end  investment  company  that 

23  is  required  by  its  investment  policies  to  in- 

24  vest  at  least  65  percent  of  its  total  assets 

25  in  securities  described  in  subclause  (I)  or 
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1  securities  that  are  determined  by  such  reg- 

2  istered  open-end  investment  company  to  be 

3  comparable    in    quality    to    securities    de- 

4  scribed  in  subclause  (I). 

5  "(B)  Notwithstanding  the  exemption  provided 

6  in  this  paragraph,  the  provisions  of  section  9  (and, 

7  to  the  extent  necessary  to  enforce  such  provisions, 

8  sections  38  through  51)  of  this  title  shall  apply  to 

9  a  company  described   in  this   paragraph  as  if  the 

10  company  were   an   investment   company  registered 

1 1  under  this  title. 

12  "(C)  Any  company  proposing  to  rely  on  the  ex- 

13  emption  provided  in  this  paragraph  shall  file  with 

14  the  Commission  a  notification  stating  that  it  intends 

15  to  do  so,  in  such  form  and  manner  as  the  Commis- 

16  sion  may  by  rule  prescribe. 

17  "(D)  Any  company  meeting  the  requirements  of 

18  this  paragraph  may  rely  on  the  exemption  provided 

19  herein  immediately  upon  filing  with  the  Commission 

20  the  notification  required  by  subparagraph  (C),  un- 

21  less  the  Commission  determines  by  order  that  such 

22  company's  reliance  is  not  in  the  public  interest  or 

23  consistent  with  the  protection  of  investors. 

24  "(E)  The  exemption  provided  pursuant  to  this 

25  paragraph  may  be  subject  to  such  additional  terms 
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1  and  conditions  as  the  Commission  may  by  rule,  reg- 

2  ulation,  or  order  determine  are  necessary  or  appro- 

3  priate  in  the  public  interest  or  for  the  protection  of 

4  investors.". 

5  SEC.   205.   INTRA-STATE    CLOSED-END    INVESTMENT   COM- 

6  PANY  EXEMPTION. 

7  Section  6(d)(1)  of  the  Investment  Company  Act  of 

8  1940  (15  U.S.C.  80a-6(d)(l))  is  amended  by  striking 

9  "$100,000"  and  inserting1' "$10,000,000,  or  such  other 

10  amount  as  the  Commission  may  set  by  rule,  regulation, 

11  or  order". 

12  SEC.  206.  DEFINITION  OF  ELIGD3LE  PORTFOLIO  COMPANY. 

13  Section  2(a)(46)(C)  of  the  Investment  Company  Act 

14  of  1940  (15  U.S.C.  80a-2(a)(46)(C))  is  amended— 

15  (1)  in  clause  (ii),  by  striking  "or"  at  the  end; 

16  (2)  by  redesignating  clause  (iii)  as  clause  (iv); 

17  and 

18  (3)  by  inserting  after  clause  (ii)  the  following: 

19  "(iii)  it  has  total  assets  of  not  more 

20  than  $4,000,000,  and  capital  and  surplus 

21  (shareholders  equity  less  retained  earnings) 

22  in  excess  of  $2,000,000,  except  that  the 

23  Commission  may  adjust  such  amounts  by 

24  rule,  regulation,  or  order  to  reflect  changes 
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1  in  1  or  more  generally  accepted  indices  or 

2  other  indicators  for  small  businesses;  or". 

3  SEC.  207.  DEFINITION  OF  BUSINESS  DEVELOPMENT  COM- 

4  PANY. 

5  Section  2(a)(48)(B)  of  the  Investment  Company  Act 

6  of  1940  (15  U.S.C.  80a-2(a)(48)(B))  is  amended  by  in- 

7  serting  before  the  semicolon  at  the  end  the  following: 

8  ":  And  provided  further,   That  a  business  development 

9  company  need  not  make  available  significant  managerial 

10  assistance  with  respect  to  any  company  described  in  sec- 

11  tion  55(a)(7)  or  with  respect  to  any  other  company  that 

12  meets  such  criteria  as  the  Commission  may  by  rule,  regu- 

13  lation,  or  order  permit,  as  consistent  with  the  public  inter- 

14  est,  the  protection  of  investors,  and  the  purposes  fairly  in- 

15  tended  by  the  policy  and  provisions  of  this  title". 

16  SEC.  208.  ACQUISITION  OF  ASSETS  BY  BUSINESS  DEVELOP- 

17  MENT  COMPANIES. 

18  Section  55(a)  of  the  Investment  Company  Act  of 

19  1940  (15  U.S.C.  80a-54(a))  is  amended— 

20  (1)  by  striking  "(7)"  the  first  2  times  such  fig- 

21  ure  appears  and  inserting  "(8)"; 

22  (2)  by  striking  "(6)"  the  first  time  such  figure 

23  appears  and  inserting  "(7)"; 

24  (3)  in  subparagraph  (1)(A) — 
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1  (A)  by  striking  ",  or  from  any  person"  and 

2  inserting  ",  from  any  person";  and 

3  (B)  by  inserting  before  the  semicolon  ",  or 

4  from  any  other  person,  subject  to  such  rules 

5  and  regulations  as  the  Commission  may  pre- 

6  scribe  as  necessary  or  appropriate  in  the  public 

7  interest  or  for  the  protection  of  investors"; 

8  (4)  in  paragraph  (6),  by  striking  "and"  at  the 

9  end;  . 

10  (5)   by  redesignating  paragraph   (7)   as  para- 

11  graph  (8);  and 

12  (6)  by  inserting  after  paragraph  (6)  the  follow- 

13  ing  new  paragraph: 

14  "(7)  securities  of  any  eligible  portfolio  company 

15  with  respect  to  which  the  business  development  com- 

16  pany      satisfies      the      requirements      of     section 

17  2(a)(46)(C)(iii);  and". 

18  SEC.  209.  CAPITAL  STRUCTURE  AMENDMENTS. 

19  Section  61(a)  of  the  Investment  Company  Act  of 

20  1940  (15  U.S.C.  80a-60(a))  is  amended— 

21  (1)  by  striking  paragraph  (1)  and  inserting  the 

22  following: 

23  "(1)(A)    The    asset    coverage    requirements    of 

24  subparagraphs  (A)  and  (B)  of  section  18(a)(1)  ap- 
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1  plicable  to  business  development  companies  shall  be 

2  200  percent. 

3  "(B)  Notwithstanding  subsection  (a)(1)(A)  of 

4  this  section  and  subparagraphs  (A)  and  (B)  of  sec- 

5  tion  18(a)(2),  a  business  development  company  may 

6  have  an  asset  coverage  of  at  least  110  percent,  if, 

7  immediately  before  the  issuance  or  sale  of  senior  se- 

8  curities,  it  has — 

9  "(i)  total  interest  and  dividend  income  for 

10  the  12  months  preceding  such  issuance  or  sale 

1 1  that  exceeds  120  percent  of  the  sum  of  its  total 

12  expenses  (including  taxes  and  interest  expenses 

13  accrued)  and  dividends  declared  on  senior  secu- 

14  rities  for  that  12-month  period;  and 

15  "(ii)  either— 

16  "(I)  an  average  of  not  less  than  50 

17  percent  of  its  assets  invested  in  securities 

18  described  in  paragraphs  (1)  through  (5)  of 

19  section  55(a)  throughout  the  preceding  12- 

20  month  period;  or 

21  "(II)  not  less  than  50  percent  of  its 

22  assets  invested   in   securities  described  in 

23  paragraphs    (1)    through    (5)    of    section 

24  55(a)  throughout  10  months  of  the  preced- 

25  ing  12-month  period. 
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1  "(C)  It  shall  be  unlawful  for  any  business  devel- 

2  opment  company  to  issue  any  class  of  senior  security 

3  representing  indebtedness,  or  to  sell  any  such  secu- 

4  rity  pursuant  to  subsection  (a)(1)(B)  of  this  section, 

5  unless  provision  is  made  to  prohibit  the  declaration 

6  of  any  dividend  (except  a  dividend  payable  in  stock 

7  of  the  issuer),  or  the  declaration  of  any  other  dis- 

8  tribution  upon  any  class  of  the  capital  stock  of  such 

9  business  development  company,  or  the  purchase  of 

10  any  such  capital  stock,  unless,  in  every  such  case — 

11  "(i)  such  class  of  senior  securities  has,  at 

1 2  the  time  of  the  declaration  of  any  such  dividend 

13  or  distribution  or  at  the  time  of  any  such  pur- 

14  chase,  an  asset  coverage  of  not  less  than  110 

15  percent  after  deducting  the  amount  of  such  div- 

16  idend,   distribution,   or  purchase  price  as  the 

17  case  may  be;  and 

18  "(ii)    the    business    development    company 

19  complies  with  subparagraph  (B)(i)  except  with 

20  respect  to  any  amounts  that  are  required  to  be 

21  distributed  to  maintain  the  company's  status  as 

22  a  regulated  investment  company  under  the  In- 

23  ternal  Revenue  Code  of  1986. 

24  "(D)  It  shall  be  unlawful  for  any  business  de- 

25  velopment  company  to  issue  any  class  of  senior  secu- 

•S  479  is 
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13 

1  rity  representing  stock,  or  to  sell  any  such  security 

2  pursuant  to  subsection  (a)(1)(B)  of  this  section,  un- 

3  less  provision  is  made  to  prohibit  the  declaration  of 

4  any  dividend  (except  a  dividend  payable  in  common 

5  stock  of  the  issuer),  or  the  declaration  of  any  other 

6  distribution,  upon  the  common  stock  of  such  busi- 

7  ness  development  company,  or  the  purchase  of  any 

8  such  common  stock,  unless,  in  every  such  case — 

9  "(i)  such  class  of  senior  securities  has,  at 

10  the  time  of  the  declaration  of  any  such  dividend 

11  or  distribution  or  at  the  time  of  any  such  pur- 

12  chase  an  asset  coverage  of  not  less  than  110 

13  percent  after  deducting  the  amount  of  such  div- 

14  idend,  distribution  or  purchase  price;  and 

15  "(ii)    the   business    development    company 

16  complies  with  subparagraph  (B)(i),  except  with 

17  respect  to  any  amounts  that  are  required  to  be 

18  distributed  to  maintain  the  company's  status  as 

19  a  regulated  investment  company  under  the  In- 

20  ternal  Revenue  Code  of  1986."; 

21  (2)  in  paragraph  (2),  by  striking  "if  such  busi- 

22  ness   development   company"    and   all    that   follows 

23  through  the  end  of  paragraph  (2)  and  inserting  a 

24  period;  and 

25  (3)  in  paragraph  (3)(A) — 

•S  479  IS 
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1  (A)    by    striking    "senior    securities    rep- 

2  resenting  indebtedness  accompanied  by"; 

3  (B)  inserting  "either  alone  or  accompanied 

4  by  securities,"  after  "of  such  company,";  and 

5  (C)  in  clause  (ii),  by  striking  "senior". 

6  SEC.  210.  FILING  OF  WRITTEN  STATEMENTS. 

7  Section  64(b)(1)  of  the  Investment  Company  Act  of 

8  1940  (15  U.S.C.  80a-63(b)(l))  is  amended  by  inserting 

9  "and  capital  structure"  after  "portfolio". 


•S  479  is 
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Statement  by 

Mr.  Russell  C.  Notar,  CAE 

President  and  CEO 

National  Cooperative  Business  Association 

to  the 
Senate  Committee  on  Banking,  Housing  and  Urban  Affairs 

September  9,  1993 

Mr.  Chairman,  Members  of  the  Committee,  I  thank  you  for  this 
opportunity  to  testify  regarding  securitization  and  the 
availability  of  loans  for  small  businesses. 

The  National  Cooperative  Business  Association  (NCBA)  is  a 
national,  cross- industry  membership  and  trade  association 
representing  cooperatives- -over  100  million  Americans  and  45,000 
businesses  ranging  in  size  from  small  buying  clubs  to  businesses 
included  in  the  Fortune  500.  Founded  in  1916  and  known  for  many 
years  as  the  Cooperative  League  of  the  USA,  NCBA's  membership 
includes  cooperative  businesses  in  the  fields  of  housing,  health 
care,  finance,  insurance,  child  care,  agricultural  marketing  and 
supply,  rural  utilities  and  consumer  goods  and  services,  as  well  as 
state  and  national  associations  of  cooperatives. 

Our  membership  includes  COBANK  (the  National  Bank  for 
Cooperatives) ;  the  National  Cooperative  Bank  and  the  NCB  Business 
Credit  Corporation;  the  Saint  Paul  Bank  for  Cooperatives;  Credit 
Union  National  Association  (CUNA) ;  and  24  State  Credit  Union 
Leagues  from  Alaska  to  Texas  and  from  California  to  New  York. 

Our  interest  in  this  legislation  is  two-fold:  1)  we  seek  to 
represent  the  interests  of  the  members  of  our  association  that  are 
cooperative  lending  institutions,  and  2)  we  seek  increased  sources 
of  capital  for  cooperatives  that  qualify  as  small  businesses. 

There  is  a  substantial  history  of  cooperatives  providing 
credit,  often  in  situations  where  commercial  banks  have  a  history 
of  refusing  credit.  The  Farm  Credit  System  was  created  by  the 
Congress  in  response  to  the  lack  of  credit  availability  for  farmers 
during  the  great  depression.  Likewise,  the  National  Cooperative 
Bank  was  created  to  meet  cooperative  borrowing  needs  around  the 
country  in  the  late  1970' s.  Credit  Unions  have  risen  to  popularity 
because  of  their  "user  friendly"  approach  to  consumer  lending. 

Indeed,  there  are  many  examples  of  cooperatives  creating 
conduits  to  support  the  securitization  of  small  business  loans, 
which,  of  course,  create  more  lending  for  small  businesses.  There 
is  a  history  of  cooperatives  succesfully  providing  credit  to  their 
members . 

Many  individual  cooperatives  have  created  Cooperative  Finance 
Companies  to  meet  the  borrowing  needs  of  their  members:  Cenex, 
Southern  States,  Growmark,  Wakefern,  Certified  Growers,  and  Agway 
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Telemark  just  to  name  a  few.  They  provide  financing  as  one  of  the 
services  they  offer  to  their  members  and  as  a  solution  to  the  small 
business  credit  crisis.  Cooperatives  now  look  to  securitization  as 
a  technique  for  increasing  services  to  members. 

The  National  Cooperative  Bank  in  particular  has  provided 
leadership  in  offering  security  to  cooperatives  through  non- 
conforming cooperative  loans. 

My  point  here  is  to  call  the  committee's  attention  to  the  role 
that  cooperative  lending  institutions  have  already  been  playing  in 
meeting  the  needs  that  the  legislation  before  you  seeks  to  address, 
and  to  urge  you  to  consider  the  cooperative  model  as  you  proceed. 
Cooperative  lending  institutions  ought  to  be  part  of  any  solutions 
you  offer. 

I  might  add  that  the  authorizing  legislation  for  some  of  these 
institutions  contains  limits  on  their  lending  authority.  Those 
limits  were  presumably  imposed  both  to  keep  the  institutions 
focused  on  meeting  the  specific  needs  they  were  created  for  and  to 
protect  existing  lines  of  private  credit.  We're  in  a  different 
economic  climate  now,  however,  and  perhaps  we  need  to  consider 
loosening  up  those  restrictions.  At  NCBA,  we  are  looking  at  that 
with  our  members. 

Cooperatives  differ  from  other  businesses  in  that  their 
affairs  are  managed  by  an  elected  board  of  directors  and  income  is 
either  reinvested  in  the  cooperative  or  returned  to  the  members  on 
the  basis  of  participation  in  the  cooperative.  But  I  want  to 
stress  that  cooperatives  are  businesses,  and  ought  to  be  considered 
as  such  as  you  proceed  with  the  problem  of  providing  capital  to 
small  businesses. 

Legislation  often  uses  eligibility  for  Small  Business 
Administration  7(a)  loans  as  the  basis  for  extending  eligibility 
for  whatever  programs  the  legislation  would  create.  Cooperatives, 
however,  are  by  definition  not  eligible  for  7(a)  loans. 
Nonetheless,  many  cooperatives  are,  in  fact,  small  businesses. 
They  meet  the  size  criteria,  they  are  simply  excluded  because  they 
are  cooperatives. 

We  would  urge  you  to  purge  any  legislation  you  report  of 
language  that  would  limit  or  prevent  cooperatives  from  being  part 
of  the  credit  solutions  you  are  seeking,  whether  it  be  as  lenders 
or  as  borrowers.  It  is  more  than  a  matter  of  being  fair,  it  is  a 
question  of  maximizing  the  beneficial  impact  of  the  law  you  create. 

NCBA's  members  have  given  us  a  mission  "to  strengthen  and 
expand  the  cooperative  form  of  business."  It's  not  that  our 
members  stand  to  gain  economically  in  any  way  when  new  cooperatives 
are  created.  It's  because  they  recognize  the  ability  of 
cooperatives  to  meet  human  needs  in  a  way  that  private  businesses 
often  can't  ...  or  won't.  We  hope  that  any  legislation  you  report 
will  enhance  the  ability  of  people  to  create  cooperatives  to 
promote  economic  development  and  to  meet  those  human  needs. 

Again,  I  want  to  thank  you  for  holding  these  hearings  and  for 
providing  us  with  the  opportunity  to  share  our  perspective  with 
you. 
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U.S.  DEPARTMENT  OF  HOUSING  AND  URBAN  DEVELOPMENT 
THE  SECRETARY 

WASHINGTON.  DC    20410-0001 


September  15,  1993 

Honorable  Donald  W.  Riegle,  Jr. 

Chairman 

Committee  on  Banking,  Housing 

and  Urban  Affairs 
United  States  Senate 
Washington  DC  20510 

Dear  Mr.  Chairman: 

This  letter  is  in  response  to  your  request  for  the  Department's 
position  regarding  S.  478,  The  Small  Business  Capital  Enhancement 
Act  of  1993.   I  applaud  your  initiative  in  bringing  this  concept, 
employed  so  well  at  the  State  level,  to  the  range  of  Federal 
programs  designed  to  increase  the  availability  of  financing  for 
small  business. 

I  believe  that  enactment  of  S.  478  would  provide  a  significant 
additional  tool  in  our  nation's  effort  to  create  jobs  by 
expanding  the  availability  of  funds  for  start-up  and  growth 
opportur._ties  for  small  business.   Further,  the  concept  of  a  loss 
reserve  fund,  funded  jointly  by  State  and  Federal  governments, 
borrowers  and  lenders,  will  shield  the  Federal  government  from 
the  larger  exposure  that  a  loan  guarantee  program  would  entail. 

S.  478  assigns  HUD  a  limited  role  in  certifying  States' 
participation,  funding  the  Federal  share  of  each  State's  loss 
reserv?  fund,  and  confirming  that  States  are  enforcing  agreements 
with  participating  lenders  in  their  jurisdictions.   I  believe 
this  is  a  role  that  HUD  can  perform. 

While  the  Administration  has  not  yet  taken  a  formal  position  on 
this  proposal,  I  did  want  you  to  know  of  my  support  for  it.   I 
look  forward  to  working  further  with  you. 


Sincerely, 


Henry  G./Cisneros 
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Colorado  Homing  and  Finance  Authority  1981  Blake  Sneei 

Denver,  Colorado  80202-1272 
303-297-2432 


September  8, 1993 

The  Honorable  Donald  Rlegle,  Jr. 

Chairman 

United  States  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs 

Washington,  DC  20510-6075 

Dear  Sen.  Riegle: 

On  Thursday,  September  9,  the  Senate  Banking  Committee  will  be  hearing  testimony  on  S. 
478  which  would  establish  the  Small  Business  Capital  Enhancemeni  Program.  This 
program  is  based  on  a  Michigan  program  which  has  proven  to  be  very  effective  in  helping 
small  businesses  to  acquire  much-needed  capital,  in  the  form  of  loans  under  $100,000. 
Often  what  banks  consider  to  be  a  small  loan  is  all  that  is  needed  to  allow  the  small 
business  to  continue  to  operate  and  be  successful. 

The  Colorado  Housing  and  Finance  Authority  is  in  the  process  of  starting  its  own  small 
business  loan  program,  called  the  Colorado  Credit  Reserve  Program,  also  based  on  the 
Michigan  program.  So  far,  we  have  had  tremendous  support  from  the  Colorado  banking 
community,  which  has  indicated  a  willingness  to  make  these  small  loans  if  their  risk  is 
minimized.  Our  Board  of  Directors  is  confident  that  this  program  will  have  a  significant 
positive  impact  on  the  small  business  development  efforts  in  our  state. 

I  urge  you  and  your  colleagues  to  give  your  support  to  S.  478.  If  we  can  answer  any 
questions  or  be  of  any  assistance,  please  give  us  a  call.  Thank  you  for  your  consideration. 

Sincerely, 


idU. 


c~x~J 


David  W.  Heriinger 
Executive  Director 
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Statement  of  Steven  M.  Rohde 

of 

Hansen,  McOuat,  Hamrin  &  Rohde,  Inc. 


My  name  is  Steven  M.  Rohde.   I  am  a  Principal  in  the  consulting  firm  of  Hansen,  McOuat, 
Hamrin  and  Rohde,  Inc.   From  1985  until  October  1991,  I  served  as  Director  of  Policy  and 
Program  Development  and  as  Director  of  Private  Institutions  Programs  for  the  Michigan 
Strategic  Fund  (MSF),  a  state  agency  in  Michigan.   In  these  capacities,  I  was  responsible  for 
developing  the  Michigan  Strategic  Fund's  Capital  Access  Program  and  supervising  its 
implementation.   The  Capital  Access  ProgTam  was  designed  to  be  a  flexible  and  extremely 
non-bureaucratic  tool  to  assist  banks  in  making  loans  to  small  businesses  which  are  somewhat 
riskier  than  conventional  bank  loans,  in  a  manner  consistent  with  safety  and  soundness.   The 
program  has  been  enthusiastically  embraced  by  banks  throughout  Michigan.   Since  the 
program's  launch  in  mid  1986,  it  has  assisted  banks  in  making  loans  to  2,325  businesses  in 
Michigan.   Loans  have  ranged  in  size  from  a  low  of  $400  to  a  high  of  SI. 7  million,  with  an 
average  loan  size  of  about  550,000.   The  State  has  leveraged  its  program  funds  with  bank 
lending  by  23  to  1 ,  and  has  generally  been  able  to  administer  the  program  with  the  equivalent 
of  approximately  one  full  time  professional  staff  person. 

In  recent  years,  given  the  clear  success  of  the  Michigan  program,  a  number  of  other  states  and 
several  local  jurisdictions  have  launched  a  Capital  Access  Program  modeled  to  a  large  degree 
after  the  Michigan  program. 

I  am  attaching  to  this  statement  various  data  and  information  I  have  organized  and  developed 
relating  to  the  Michigan  experience,  and  a  summary  of  activity  in  other  states  and  localities 
under  the  Capital  Access  Program. 
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MICHIGAN  CAPITAL  ACCESS  PROGRAM 
GROWTH  IN  USAGE  (Results  as  of  9/1/93) 


Number  of  businesses  receiving  first  loan  under  Capital  Access  Program  by  calendar  year. 


1986  (partial  year) 

11 

1987 

54 

1988 

157 

1989 

290 

1990 

386 

1991 

418 

1992 

542 

1993  (first  8  months) 

467 

total 

2,325 

projected  number  for  full  calendar  year  of  1993  is  700. 


To  date  56  banks  in  Michigan  have  actually  made  loans  under  the  program.   These 
banks  represent  81%  of  statewide  commercial  banking  assests. 
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CAPITAL  ACCESS  PROGRAM 

CUMULATIVE  STATISTICAL  ^SUMMARY 

(As  of  09/01/93) 


LOANS  BY  INDUSTRY 


NUMBER 

PERCENTAGE   DOLLAR 

PERCENTAGE 

INDUSTRY  TYPE 

OF  LOANS 

OF  LOANS 

AMOUNT 

OF  DOLLARS 

Manufacturing 

370 

16% 

$29,012,460 

25% 

Service 

714 

31% 

$27,594,252 

24% 

Retail  Trade 

697 

30% 

$31,475,431 

27% 

Construction 

186 

8% 

$8,762,769 

8% 

Finance/Real  Estate 

44 

2% 

$2,405,922 

2% 

Wholesale  Trade 

135 

6% 

$7,809,413 

7% 

Transport. /Coranun. 

98 

4% 

$6,239,533 

■  5% 

Agriculture 

81 

3% 

$2,816,744 

2% 

TOTAL 

2,325 

$116,116,524 

BREAKDOWN  BY  LOAN  SIZE 

NUMBER 

PERCENTAGE 

PERCENTAGE 

RANGE 

OF  LOANS 

OF  LOANS 

AMOUNT 

OF  DOLLARS 

■  ■uaaiMa»ai339Biaas» 

■unnma 

■  umroi 

■■■■■■ii i  in 

— — — - — 

SO  -  $24,999 

946 

417. 

$12,136,215 

10% 

$25,000  -  $49,999 

598 

26% 

$19,778,228 

17% 

$50,000  -  $74,999 

368 

16% 

$20,620,806 

18% 

$75,000  -  $99,999 

133 

6% 

$10,978,594 

9% 

$100,000  -  $124,999 

110 

5% 

$11,486,963 

10% 

$125,000  -  $174,999 

77 

3% 

$11,223,281 

10% 

$175,000  -  $249,999 

49 

2% 

$9,910,671 

9% 

$250,000  -  $499,999 

32 

1% 

$10,934,666 

9% 

$500,000  and  above 

12 

1% 

$9,047,100 

8% 

TOTAL 

2,325 

$116,116,524 

BREAKDOWN  BY  SALES  OF  BORROWER 


NUMBER 

PERCENTAGE   DOLLAR 

PERCENTAGE 

RANGE 

OF  LOANS 

OF 

LOANS 

AMOUNT 

OF 

DOLLARS 

$0  [Start-up] 

484 

21% 

S24, 258,540 

21% 

Less  than  $100,000 

438 

19% 

$10,827,634 

9% 

$100,000  -  $199,999 

382 

16% 

$12,746,925 

11% 

$200,000  -  $299,999 

236 

10% 

$9,275,681 

8% 

$300,000  -  $399,999 

161 

7% 

$8,178,216 

7% 

$400,000  -  $499,999 

106 

5% 

$5,024,795 

4% 

$500,000  -  $749,999 

160 

7% 

$8,953,074 

8% 

$750,000  -  $999,999 

84 

4% 

$6,257,454 

$1,000,000  -  $1,999, 

999   157 

7% 

$13,420,853 

12% 

Over  $2,000,000 

117 

5% 

$17,173,353 

15% 

TOTAL 

2,325 

$116,116,524 
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MICHIGAN  CAPITAL  ACCESS  PROGRAM 


ACTIVITY  BY  SIZE  OF  BANK 


Banks  of  all  sizes  have  aggressively  used  the  program  in  Michigan.   The  following  table 
shows  the  number  of  businesses  financed  broken  down  by  the  asset  size  of  the  bank  providing 
the  loan. 


Size  of  Bank 

Number  of 
Businesses 
Financed 

Under  SI 00  million 

315 

$100  million  -  S200  million 

170 

$200  million  -  $500  million 

405 

$500  million  -  $1  billion 

178 

Over  $1  billion 

1257 

TOTAL 

2,325 
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MICHIGAN  CAPITAL  ACCESS  PROGRAM 
LOSS  AND  CLAIMS  EXPERIENCE  ( \s  of  9/1/931 


Of  2,325  businesses  financed  under  the  program,  claims  have  been  filed  on  loans  to 
1 19  businesses,  or  5.1%  of  the  total.   Of  the  total  amount  of  loans  made  of  SI  16,1 16,524,  the 
gross  amount  of  chargeoffs  of  loan  principal  has  been  53,795,865,  or  3.3%  of  the  total. 

An  additional  useful  analysis  is  to  exclude  from  review  all  businesses  financed  over 
the  last  20  months  (after  December  31,  1991).    Of  the  1,316  businesses  to  which  loans  had 
been  made  as  of  December  31,  1991,  claims  have  been  filed  on  loans  to  1 13  businesses,  or 
8.6%  of  the  total  number  of  businesses.   The  gross  principal  chargeoffs  on  these  loans  to  date 
has  been  53,601,222,  or  5.3%  of  the  total  loan  amounts  of  567,458,367. 

There  have  been  some  recoveries  on  chargeoffs  previously  taken,  and  future  recoveries 
are  anticipated.    However,  these  recoveries  may  be  offset  by  additional  losses  on  loans 
previously  made.   Thus,  analyzing  the  loss  experience  to  date  of  seasoned  loans  (e.g.  loans 
made  more  than  20  months  ago)  provides  a  reasonable  estimate  of  ultimate  loss  experience. 
In  dollar  terms,  losses  under  the  program  appear  to  be  running  approximately  5  times  a 
normal  bank  loss  rate. 

Generally,  losses  under  the  program  have  been  well  within  the  capacity  of  the 
individual  reserve  funds  to  absorb.   Of  the  119  claims,  the  reserve  fund  earmarked  for  the 
particular  bank  has  been  sufficient  to  fully  cover  100%  of  the  claim  for  111  of  these  claims, 
or  93.3%  of  the  total  number  of  claims.    Indeed,  most  banks  have  been  able  to  significantly 
grow  the  amount  in  their  reserve  fund  over  time. 

On  a  progTamwide  basis,  the  aggregate  amount  of  fees  collected  from  the  borrower 
and  the  bank  has  always  exceeded  the  total  amount  that  has  been  paid  in  claims.   To  date, 
some  54.2  million  has  been  collected  in  fees  from  borrowers  and  banks,  with  53.6  million 
paid  out  in  claims.    In  addition  to  the  54.2  million  collected  in  fees  from  borrowers  and 
banks,  the  reserve  funds  have  been  bolstered  by  55.1  million  in  matching  deposits  by  the 
MSF. 
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Capital  Access  Program  Activity 


September  1993 


This  table  shows  the  number  and  dollar  amount  of  loans  made  to  date  under  the  Capital 
Access  Program  as  it  has  been  implemented  by  various  states,  and  several  jurisdictions  within 
states.    Because  of  differences  in  record  keeping  and  program  specifications,  the  data  are  not 
strictly  comparable  with  each  other.   For  example,  unlike  the  other  jurisdictions,  the  data  in 
Michigan  is  maintained  by  number  of  companies  financed,  so  that  in  cases  of  multiple  loans 
to  the  same  company,  it  only  shows  up  for  statistical  purposes  as  one  loan.   Also,  Michigan 
and  some  of  the  other  jurisdictions  allow  for  coverage  of  only  a  portion  of  a  loan  under  the 
program.    In  such  cases,  the  data  on  total  dollar  amount  refers  to  the  amounts  covered  under 
the  program,  and  thus  understates  to  some  extent  the  total  amount  that  has  been  lent. 


State 

Number  of  Loans 
Made 

Amount  of  Loans 

Michigan 

2,325 

SI  16.1  million 

Oregon 

235 

S6.3  million 

Oklahoma 

100 

S3.0  million 

West  Virginia 

63 

S3.9  million 

New  Hampshire 

50 

S2.4  million 

Minnesota 

45 

S2.0  million 

Indiana 

44 

S2.3  million 

Connecticut 

25 

SI. 6  million 

Arkansas 

12 

SO. 5  million 

Utah 

1 

S0.04  million 

NOTE:   Colorado  and  Delaware  have  recently  authorized  the  program  but  no  loans  have  yet  been  made. 
Massachusetts  has  recently  authorized  the  program  and  a  small  number  of  loans  have  been  made. 


Local  Areas 

Number  of  Loans 
Made 

Amount  of  Loans 

Akron  Region  (3  counties) 

212 

S10.8  million 

New  York  City 

53 

S2.4  million 

Greater  Milwaukee 
(4  counties) 

45 

S0.8  million 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON.  DC.    20549 


OFFICIO* 

Tin  coMMisbioNcn 


October  8,  1993 


The  Honorable  Christopher  J.  Dodd 

Chairman 

Subcommittee  on  Securities 

Committee  on  Banking,  Housing  and  Urban  Affairs 

United  States  Senate 

444  Russell  Senate  Office  Building 

Washington,  D.C.    20510 

Dear  Mr.  Chairman: 

During  the  September  9,  1993  hearing  regarding  S.  384,  "The  Small  Business  Loan 
Securitization  and  Secondary  Market  Enhancement  Act  of  1993,"  before  the  Committee  on 
Banking,  Housing  and  Urban  Affairs,  you  inquired  about  the  adequacy  of  the  SEC's 
resources  to  oversee  the  activities  of  investment  companies  and  in  particular  about  the 
Commission's  resources  to  inspect  the  activities  of  investment  companies.    I  am  writing  to 
provide  additional  information  in  response  to  your  inquiry. 

Dramatic  Industry  Growth 

The  investment  company  industry  has  grown  dramatically  during  the  past  ten  years. 
Assets  have  increased  by  over  500  percent  and  now  stand  at  $2.2  trillion.   There  are 
currendy  more  than  4,200  investment  companies  with  over  20,000  portfolios,  an  increase  of 
over  200  percent.    The  Commission  has  144  examiners  to  conduct  inspections  of  this 
dynamic  and  increasingly  complex  industry.    On  average,  each  examiner  is  responsible  for 
$15  billion  of  assets  and  139  portfolios.    The  number  of  examiners  is  grossly  inadequate, 
with  the  result  that  many  investment  companies  are  inspected  far  too  infrequently  and,  when 
they  are  inspected,  the  inspections  are  very  limited  in  scope. 

Inspection  Frequency  and  Scope 

For  the  past  three  years,  the  staff  has  visited  annually  each  of  the  100  largest  fund 
complexes,  which  account  for  about  77%  of  the  industry's  assets,  and  all  money  market 
funds.    These  inspections,  however,  typically  were  limited  in  scope  to  a  review  of  portfolio 
management  activities  of  some  funds  within  the  complex  and  to  compliance  by  money 
market  funds  with  the  rule  that  regulates  their  portfolio  management  activities.    Many  of  the 
other  important  activities  of  these  complexes,  such  as  advertising  and  distribution, 
shareholder  purchases  and  redemptions  and  so  called  "Chinese  Wall"  procedures,  were  not 
reviewed.    These  and  other  activities  are  important  aspects  of  an  investment  company's 
operations  and  should  be  reviewed  regularly. 


153 


-  2  - 

In  addition  to  the  100  largest  fund  complexes,  there  are  at  least  700  smaller 
investment  company  complexes.    Of  these,  the  staff  has  conducted  limited  scope  inspections 
of  about  250  during  the  past  three  years.    Thus,  on  average,  these  smaller  complexes  are 
inspected  only  once  every  nine  years.    Many  of  these  smaller  complexes,  and  most  new 
entrants  in  the  business,  which  often  have  less  developed  compliance  systems,  have  never 
been  inspected. 

The  Commission  needs  additional  resources  to  be  able  to  conduct  frequent, 
comprehensive  inspections  of  all  investment  companies  and  investment  advisers.    This  need 
is  all  the  more  urgent  due  to  the  increasing  complexity  of  the  industry:  the  new  and 
sophisticated  financial  instruments,  such  as  synthetic  products,  that  investment  companies 
purchase,  changing  organizational  structures  and  the  geographical  expansion  of  fund  service 
providers,  including  the  entry  of  foreign  investment  managers. 

The  Commission's  resources  devoted  to  inspecting  investment  advisers  also  are 
woefully  inadequate.    The  Commission  has  48  examiners  to  conduct  inspections  of  about 
19,100  advisers  with  assets  that  exceed  $8  trillion.    The  average  adviser  is  now  inspected 
only  once  every  32  years  --  which  is  virtually  no  inspection  at  all.    The  Commission 
believes,  however,  that  with  your  continuing  leadership,  this  situation  will  markedly  improve 
if  pending  legislation  is  enacted  that  would  provide  additional  reasons  to  the  Commission  for 
the  oversight  of  investment  advisers. 

Interstate  Banking  and  Branching 

Separately  from,  and  in  addition  to,  your  questions  about  the  resources  available  for 
investment  company  oversight,  you  asked  whether  the  Commission  supports  elimination  of 
the  restrictions  on  interstate  banking  and  branching. 

In  1991,  then-Chairman  Breeden  testified  on  behalf  of  the  Commission  before  this 
Committee  on  the  subject  of  comprehensive  financial  services  reform.    The  legislation  at 
issue  included  various  provisions  that  would  have  directly  affected  the  securities  industry  and 
the  work  of  the  Commission.    In  testimony  addressing  the  package  of  broad  financial 
services  reform  proposals,  the  Commission  supported  repeal  of  restrictions  on  interstate 
banking  and  branching  contained  in  the  Douglas  Amendment  and  the  McFadden  Act.    The 
Commission's  testimony  stated  that  "[t]he  inability  of  banks  to  operate  freely  across  state 
lines  creates  inefficiencies  and  increases  costs  significantly.    It  may  also  encourage 
overcapacity,  and  it  prevents  banks  from  diversifying  regional  risks."  J./ 

Your  question,  however,  asks  for  the  Commission's  view  on  the  issue  of  interstate 
banking  and  branching  as  a  stand-alone  matter,  which  is  contained  in  S.  371,  the  bill  you 
recently  introduced.    Given  that  S.  371  does  not  amend  the  federal  securities  laws,  the 
current  Commission  has  not  taken  a  position  on  this  bill  or  on  the  issue  of  interstate  banking 
and  branching.    As  this  legislation  moves  through  the  Congress,  however,  the  Commission 
will  be  monitoring  its  potential  to  affect  the  securities  markets  and  the  work  of  the 
Commission. 


Testimony  of  Chairman  Richard  C.  Breeden.  U.S.  Securities  and  Exchange 
Commission,  before  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs 
17  (May  7,  1991). 
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I  want  to  thank  you  for  giving  me  the  opportunity  to  bring  to  your  attention  these 
areas  in  which  the  Commission's  resources  are  seriously  inadequate.    My  fellow 
Commissioners  and  I  look  forward  to  working  with  you,  Chairman  Riegle  and  the  other 
Committee  members  to  obtain  additional  resources  for  Commission  oversight  of  the 
investment  company  and  investment  advisers  industries. 


Sincerely, 


J  .(Carter  Beese,  Jr. 
Commissioner 


cc:       The  Honorable  Donald  W.  Riegle,  Jr. 
The  Honorable  Alfonse  M.  D'Amato 
The  Honorable  Phil  Gramm 
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